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The  Plan 
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successful  methods  of  organizing,  directing,  controlling,  and 
carrying  on  the  varied  activities  of  business. 
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now  been  determined,  verified  by  investigation  in  every 
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100  Executive  Reports  which  analyze  the  situation  as 
presented  in  each  Special  Problem,  clearly  illustrate  the 
application  of  the  principles  involved,  and  serve  as  general 
reference  reports. 

Confidential  Reports  on  personal  business  problems  pre¬ 
pared  by  the  Research  Staff  of  LaSalle  Extension  University. 

24  Lectures  selected  by  individual  choice  from  a  broad 
series  covering  selling,  accounting,  banking,  retail  mer¬ 
chandising,  etc. 

A  Monthly  Business  Bulletin  which  analyzes  the  current 
trend  of  business  conditions. 

Personal  Efficiency,  a  monthly  magazine  of  better  business. 

To  assist  you  in  getting  the  utmost  personal  benefit  that 
a  full  utilization  of  this  Plan  makes  possible,  the  Instruction, 
Consultation  and  Research  Staffs  of  the  entire  University  are 
available  at  all  times. 


President 


Copyright,  1926 
LaSalle  Extension  University 
All  Rights  Reserved  in  All  Countries 
Printed  in  the  U.  S.  A. 


The  100  Executive  Manuals 

(Bound  in  48  Volumes) 


Principles  of  Profitable 
Management 

1.  Applying  Business  Principles 

2.  Economic  Principlesof  Management 

3.  Looking  Ahead  in  Business 

4.  Why  Purchasing  Power  Fluctuates 

5.  Directing  Sales  and  Traffic 

6.  Securing  Low-Cost  Production 

7.  Efficient  Business  Financing 

8.  Effective  Administrative  Control 

Psychology  in  Business 

9.  The  Mind  in  Business 

10.  The  Basic  Executive  Faculty 

11.  The  Four  Great  Thinking  Faculties 

12.  What  Causes  Men  to  Act 

13.  Human  Habits  and  Business 

14.  Dealing  with  Men  as  a  Group 

15.  The  Psychology  of  Advertising 

16.  The  Psychology  of  Salesmanship 

Selling  and  Sales  Management 

17.  Essentials  of  Sales  Management 

18.  Analyzing  Selling  Activities 

19.  The  Development,  of  Sales  Policies 

20.  Principles  c-f  Personal  Salesmanship 

21.  Building  up  the  Sales  Force 

22.  Directing  and  Paying  Salesmen 

23.  Organizing  Sales  Promotion 

24.  Control  of  Selling  Costs 

Advertising  and  Marketing 

25.  Promoting  Low-Cost  Marketing 

26.  Making  Advertising  Pay  Profits 

27.  How  to  Prepare  Effective  Copy 

28.  Technique  in  Preparing  Copy 

29.  Directing  the  Advertising  Campaign 

30.  Retail  Advertising  Principles 

3 1 .  Direct-by-Mail  Advertising 

32.  Organization  for  Advertising 

Principles  of  Production 

33.  Problems  of  Plant  Management 

34.  Organizing  for  Control 

35.  Plants  and  Equipment 

36.  Control  of  Materials 

37.  Control  thru  Planning 

38.  Control  thru  Costs 

39.  Directing  Man  Power 

40.  Wage  Plans  and  Production  Reports 

Financing  a  Business 

41.  Starting  a  New  Business 

42.  Determining  Capital  Requirements 

43.  Providing  Capital 

44.  Financia  1  Statements  and  Ratios 

45.  Daily  Financing  Procedure 

46.  Budgets,  Economies,  and  Turnover 

47.  Financing  Exports  and  Imports 

48.  Financing  for  Expansion 

Credits  and  Collections 

49.  Fundamentals  of  Credit  Manage¬ 
ment 

50.  Securing  and  Using  Credit  Facts 

51.  Analysis  of  Statements 

52.  Checks  on  Credit  Information 

53.  Establishing  Credit  Policies 

54.  Fundamentals  of  Collections 

55.  Collection  Procedure 


Office  Organization  and 
Management 

56.  What  the  Office  Produces 

57.  Facilitating  Business  Dispatch 

58.  Planning  the  Office  Services 

59.  How  the  Office  Contributes  to  Con¬ 
trol 

60.  Providing  Productive  Working  Con¬ 
ditions 

61.  Developing  the  Office  Staff 

62.  Incentives  to  Effort 

63.  Executive  Control  of  the  Office 

Managing  Men 

64.  Developing  Leadership 

65.  Organizing  Personnel  Responsibili¬ 
ties 

66.  Compensation  and  Incentives 

67.  Training  Men 

68.  Keeping  the  Organization  Fit 

69.  Co-operating  in  Management 

70.  Supervision  and  Discipline 

71.  Holding  the  Organization 

Accounting  and  Statistical 
Control 

72.  Executive  Uses  of  Accounting 

73.  Management  and  the  Balance  Sheet 

74.  Management  and  the  Income  State¬ 
ment 

75.  Control  thru  Budgeting 

76.  Statistics  and  Quotas 

77.  Control  thru  Charts 

78.  Control  thru  Reports 

Business  Correspondence 

79.  What  Makes  a  Good  Letter 

80.  Selling  by  Letter 

81.  General  Business  Correspondence 

82.  Special  Kinds  of  Letters 

83.  Effective  Use  of  Correct  English 

84.  Mechanical  Elements  in  Corre¬ 
spondence 

85.  Organizing  the  Correspondence 

Organization  &  Reorganization 

86.  Individual  and  Partnership  Or¬ 
ganization 

87.  Corporations  and  Business  Trusts 

88.  How  to  Form  a  New  Corporation 

89.  Rights  of  Owners  and  Creditors 

90.  Establishing  Corporate  Procedure 

91.  Procedure  in  Reorganization  [I] 

92.  Procedure  in  Reorganization  [II] 

Legal  Problems 

93.  Making  Valid  Contracts  [I] 

94.  Making  Valid  Contracts  [II] 

95.  The  Law  of  Sales 

96.  Settlements  and  Adjustments 

97.  Negotiable  Instruments 

98.  Obtaining  Legal  Security 

99.  Employer-Employe  Relations 

100.  Government- Business  Relations 

Practical  Reference  Guide 

Outline  of  Business  Activities 
General  Index  of  Business 
Digest  of  Management  Principles 


LA  SALLE  EXTENSION  UNIVERSITY  is  particularly  indebted  to 
the  following  business  executives,  professional  men,  and  educators, 
J  who  have  reviewed,  commented  upon,  criticized,  made  suggestions 
for  or  contributed  otherwise  from  their  successful  experience,  study,  and 
broad  observation  to  the  various  executive  manuals  comprising  the  basic 
study  and  reference  material  of  this  complete  business  service. 


Alba  B.  Johnson,  formerly  Chair¬ 
man  oj  Board 


Irving  R.  Allen,  Vice  President 

Critchfield  &  Company 

Col.  George  D.  Babcock,  formerly 
Manufacturing  Executive 
The  Holt  Manufacturing  Co. 

William  R.  Basset,  Chairman  of 
Board 

Miller.  Franklin,  Basset  &  Co. 

New  York  City 

William  Bethke,  M.A.,  Educa¬ 
tional  Director 

LaSalle  Extension  University 

James  H.  Bliss,  Comptroller 
Libby,  McNeill  &  Libby 

Millar  Brainard,  Vice  President 

First  National  Bank  of  Boston 

Wm.  B.  Castenholz,  C.P.A. 

Castenholz  &  Dittmar 
Certified  Public  Accountants 

William  R.  Dawes,  Vice  President 

Central  Trust  Company  of  Illinois 

Henry  S.  Dennison,  President 

Dennison  Manufacturing  Co. 

Hugo  Diemer,  M.E.,  Director  of 
Management  Courses 

LaSalle  Extension  University 

Bartley  J.  Doyle,  President 

Keystone  Publishing  Company 
Philadelphia 

W.  W.  Everett,  Vice  President 

Woodward  &  Lothrop 
Washington,  D.  C. 

B.  A.  Franklin,  Vice  President 

Strathmore  Paper  Company 

Frederick  A.  Gaby,  Chief  Engineer 

Hydro-Electric  Power  Commission 
of  Ontario 

J.  A.  Glascock,  Superintendent 
P.  Lorillard  Company,  Inc. 

Richmond,  Va. 

W.  P.  G.  Harding,  Governor 

Federal  Reserve  Bank  of  Boston 

Harry  Arthur  Hopf,  M.B.A. 

H.  A.  Hopf  Company,  Management 
Engineers,  New  York  and  Chicago 


Baldwin  Locomotive  Works 

Lewis  B.  Jones,  Vice  President 

Eastman  Kodak  Company 

Henry  P.  Kendall,  Treasurer 
Kendall  Mills,  Inc. 

H.  R.  Kern,  Collection  Manager 
Hart  Sehaffner  &  Marx,  Chicago 

John  McHugh,  Chairman  of  the 
Executive  C ommittee 
Chase  National  Bank 
New  York  City 

Saunders  Norvell,  President 

Remington  Arms  Company 

J.  C.  Penney,  Chairman 

J.  C.  Penney  Company 

R.  G.  A.  Phillips,  First  Vice  Presi¬ 
dent 

American  Multigraph  Co. 

E.  E.  Ramsey,  Vice  President  and 
General  Manager 

Hazelhurst  Motor  Car  Co. 

R.  G.  Rhett,  President 

Peoples  National  Bank,  Charleston 

R.  C.  Samsel,  A.B.,  J.D.,  Dean  De¬ 
partment  oj  Law 

LaSalle  Extension  University 

Edward  M.  Skinner,  Vice  Presi¬ 
dent  and  General  Manager 
Wilson  Brothers,  Chicago 

E.  M.  Statler,  Late  President 

Hotel  Statler  Company,  Inc. 

Ernest  T.  Trigg,  President  and 
General  Manager 

John  Lucas  &  Co.,  Inc.,  Philadelphia 

Robert  R.  Updegraff,  Member 

Ray  D.  Lillibridge,  Inc.,  Advertising 
New  York  City 

George  M.  Verity,  President 
The  American  Rolling  Mill  Co. 

R.  S.  White,  Collection  Manager 
American  Steel  &  Wire  Co. 


LA  SALLE  EXTENSION  UNIVERSITY  is  also  indebted  to  the  fol- 
lowing  business  executives,  professional  men,  and  educators.  Some 
have  reviewed,  made  suggestions  for,  or  contributed  otherwise  to 
the  various  manuals  of  this  Management  Service.  Others  have  co¬ 
operated  with  LaSalle  Staffs  in  the  preparation  of  reports  and  practical 
talks  on  business  problems  and  important  current  developments,  which 
supplement  the  100  Executive  Manuals. 


H.  D.  Anger 

Elliott,  Hume,  McKague  &  Anger 
Toronto,  Ontario,  Canada 

Cecil  S.  Ashdown,  Vice  President 

Remington  Typewriter  Co. 

Alexander  S.  Banks,  C.P.A. 

Leslie,  Banks  &  Co. 

Certified  Public  Accountants 
New  York 

K.  K.  Bell,  Vice  President  and 
General  Manager 

Calumet  Baking  Powder  Co. 

Ernest  Ludlow  Bogart,  Ph  D. 
Head  of  Department  of  Economics 
University  of  Illinois 

Homer  J.  Buckley,  President 
Buckley,  Dement  &  Co. 

Theodore  E.  Burton,  LL.D. 

Lnited  States  Senator 

Wayne  E.  Butterbaugh,  Associate 
Professor  of  Transportation 
University  of  Minnesota 

Charles  M.  Cartwright,  Manag¬ 
ing  Editor 

“The  National  Underwriter” 

Frank  W.  Dignan,  Ph.D.,  Corre¬ 
spondence  Counselor 

LaSalle  Extension  University 

Archer  Wall  Douglas,  formerly 
Chairman  C ommittee  on  Statistics 
Chamber  of  Commerce  of  the  U.  S. 

T.  Coleman  duPont,  Capitalist 

New  York  City 

DeWitt  Carl  Eggleston,  C.P.A. , 
LL.B.,  Member 

Klein,  Hinds  &  Pinke,  New  York 
James  W.  Good,  Secretary  of  War 

Louis  Guenther,  Editor 
“Financial  World,”  New  York 

Arthur  B.  Hall,  A.B. 

Hall  &  Ellis,  Real  Estate,  Chicago 

Arthur  Holmes,  Ph.D.,  Professor 
of  Psychology 

University  of  Pennsylvania 


B.  Olney  Hough,  formerly  Editor 

“American  Exporter” 

Percy  H.  Johnston,  President 

Chemical  Bank  &  Trust  Co. 

New  York 

E.  H.  Kastor 

H.  W.  Kastor  &  Sons  Advertising 
Company,  Chicago 

Wm.  D.  MacClintock,  Professor  of 
English 

University  of  Chicago 
T.  D.  McGregor,  Vice  President 

Edwin  Bird  Wilson,  Inc.,  Advertising 
New  York  City 

Paul  H.  Nystrom,  Ph.D.,  Professor 
of  Marketing 

Columbia  University 
Formerly  Director ,  Associated 
Merchandising  Corporation 

Alexander  H.  Revell,  President 

Alexander  H.  Revell  &  Company 

George  E.  Roberts,  Vice  President 

National  City  Bank,  New  York 

Maurice  H.  Robinson,  Ph.D.,  Pro¬ 
fessor  of  Economics 
University  of  Illinois 

Stanley  H.  Rose,  Vice  President 

American  Safan  Corporation 
New  York  City 

Oliver  J.  Sands,  President 

American  National  Bank,  Richmond 

Charles  M.  Schwab 

Bethlehem  Steel  Corporation 

Monroe  A.  Smith,  Jr.,  Director  of 
Personnel 

U.  S.  Gypsum  Company 

H.  Parker  Willis,  Ph.D.,  Editor 

“New  York  Journal  of  Commerce” 
Formerly  Secretary,  Federal  Reserve 
Board 

John  North  Willys,  President 

Willys-Overland  Company 

Walter  F.  Wyman,  Sales  and  Ex¬ 
port  Manager 

The  Carter’s  Ink  Company 


CONTENTS 

NEGOTIABLE  INSTRUMENTS 

Requisites  of  Negotiable  Instruments  Page 

The  Law  of  Negotiable  Instruments .  1 

The  Parties  to  Negotiable  Instruments .  3 

Considerations  Concerning  Signatures .  4 

The  Promise  or  Order  Must  Be  Unconditional .  9 

Forms  of  Negotiable  Instruments .  13 

Instruments  as  Binding  Obligations 

The  Signature  Must  Be  Properly  Obtained .  17 

Delivery  of  the  Instrument .  19 

Instruments  Incomplete  and  Undelivered .  20 

Effective  Acceptance  of  Bills .  21 

General  and  Qualified  Acceptances .  22 

Making  Valid  Transfers 

Formal  Requirements  of  Indorsement .  26 

Kinds  of  Indorsements .  27 

Delivery  without  Indorsement .  31 

Holders  in  Due  Course 

Real  Defenses  .  33 

Personal  Defenses  .  33 

Good  Faith  and  Notice .  34 

Applying  the  Doctrine  of  Constructive  Notice . 35 

Purchaser  from  Holder  in  Due  Course .  36 

Obligations  of  Parties  and  Transferors 

The  Contracts  of  the  Parties .  37 

Order  of  Liability  of  Parties .  38 

Warranties  of  Transferor .  41 

Presentment  and  Proceedings  upon  Dishonor 

The  Time  of  Presentment .  42 

Presentment  of  Instruments  Payable  on  Demand .  44 

Presentment  for  Acceptance  of  Bills .  46 

Protest  to  Fix  Liability  on  Foreign  Bills .  49 

Bank  Checks  . , .  50 

Discharge  of  Negotiable 'Instruments .  51 

Check-up  on  Principles .  55 

Safeguarding  Negotiable  Instruments — Problem  97...  59 


NEGOTIABLE  INSTRUMENTS 
Part  I 


Requisites  of  Negotiable  Instruments 
HE  main  characteristic  of  a  negotiable  instrument 


is  that  it  may  be  transferred  from  one  party  to 


another  much  the  same  as  money.  It  is  sometimes 
spoken  of  as  private  money,  and  the  chief  object  of  the 
law  of  negotiable  instruments  is  to  give  such  instruments 
the  qualities  which  will  enable  them  to  circulate  freely 
and  serve  the  same  purpose  as  money. 

It  is  their  power  to  circulate  from  hand  to  hand  that 
distinguishes  negotiable  instruments  from  ordinary 
contracts  to  pay  money,  duebills,  and  other  obliga¬ 
tions  which  are  not  so  readily  transferable. 

This  power  to  circulate  freely  from  hand  to  hand  is 
called  negotiability.  It  means  more  than  transferability. 
Nearly  all  contracts  calling  for  the  payment  of  money 
can  be  transferred  by  assignment.  But  to  be  negotiable, 
an  instrument  must  be  transferable  merely  by  delivery, 
or  by  indorsement  and  delivery,  depending  upon  its  form. 
Furthermore,  as  a  result  of  this  transfer,  the  transferee 
must  become  the  owner  of  the  instrument  free  of  all 
defenses  that  may  exist  between  the  original  and  prior 
parties,  and  he  must  be  able  to  sue  upon  it  in  his  own 
name. 

The  Law  of  Negotiable  Instruments.  The  law  of  negoti¬ 
able  instruments  is  a  branch  of  the  law  of  contracts.  The 
principles  of  the  law  of  contracts,  as  covered  in  previous 
manuals,  apply  strictly  so  long  as  the  negotiable  instru¬ 
ment  remains  in  the  hands  of  the  original  parties,  and 
these  principles  govern  many  other  transactions  in  which 
such  instruments  are  involved.  But  a  quite  extensive 
body  of  law  governing  negotiable  instruments  has  been 
developed,  supplementary  to  the  general  law  of  contracts. 


1 


2 


NEGOTIABLE  INSTRUMENTS 


In  1882,  the  British  parliament  enacted  the  English 
Bills  of  Exchange  Act,  which  was  a  codification  of  the 
common  law  of  negotiable  instruments.  In  1896,  in  the 
United  States,  the  Commissioners  on  Uniform  State  Laws 
submitted  to  the  legislatures  of  the  various  states  the 
draft  of  a  proposed  Uniform  Negotiable  Instruments  Act. 
This  also  was  a  codification  of  the  pre-existing  law  on 
the  subject,  modeled  to  some  extent  upon  the  English 
Bills  of  Exchange  Act.  It  was  the  purpose  of  the  codi¬ 
fiers  to  settle  the  law  on  the  many  disputed  points  and 
to  make  the  law  of  commercial  paper  (negotiable  instru¬ 
ments)  substantially  uniform  thruout  the  United  States. 

This  law  has  now  been  adopted  without  substantial 
change  or  amendment  in  all  the  states  of  the  Union.  It 
has  also  been  adopted  in  Alaska,  the  District  of  Columbia, 
Hawaii,  and  the  Philippine  Islands. 

The  Dominion  of  Canada  has  adopted  a  Bills  of  Ex¬ 
change  Act  which  is  almost  identical  with  the  English 
Bills  of  Exchange  Act. 

Since  the  Uniform  Negotiable  Instruments  Law  has 
been  adopted  in  all  the  states  of  the  Union,  it  will  be 
quoted  in  this  manual  as  an  authoritative  statement  of 
the  law.  The  abbreviation,  N.I.L.,  will  refer  to  the  Uni¬ 
form  Negotiable  Instruments  Law. 

FORMAL  REQUISITES  OF  NEGOTIABLE  INSTRUMENTS 

Any  instrument,  to  be  negotiable,  must  conform  to 
certain  standards  and  have  certain  characteristics.  These 
are  best  explained  by  reference  to  the  ordinary  forms  of 
bills  and  notes  in  common  use. 

The  typical  form  of  a  promissory  note  is  this: 

Cleveland,  Ohio,  January  20,  1926 
Three  months  after  date  I  promise  to  pay  to  William  Jarvis, 
or  order  [or,  to  the  order  of  William  Jarvis],  five  hundred 
dollars. 

James  Wilson 

The  typical  form  of  a  bill  of  exchange  or  draft  is: 
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Denver,  Colo.,  January  20,  1926 
Pay  to  the  order  of  Austin  Stewart  five  hundred  dollars. 

Robert  L.  Holmes 

To  Raymond  Weston 

56  St.  Paul  Street  Accepted 

Baltimore,  Md.  Raymond  Weston 

A  check  is  like  a  bill  of  exchange,  except  that  it  is 
directed  to  a  bank  or  banker  and  is  not  accepted. 

Notes  and  bills  often  contain  provisions  in  addition  to 
those  shown  above,  but  these  contain  all  that  is  neces¬ 
sary  to  validity  and  negotiability. 

The  Parties  to  Negotiable  Instruments.  The  parties  to  a 
promissory  note  are  known  as  the  maker  and  the  payee. 
In  the  note  shown  above,  James  Wilson  is  the  maker  and 
William  Jarvis  is  the  payee. 

The  parties  to  a  bill  of  exchange  are  the  drawer,  the 
drawee  (who,  when  he  accepts,  becomes  the  acceptor), 
and  the  payee.  In  the  bill  of  exchange  shown  above, 
Robert  L.  Holmes  is  the  drawer;  Raymond  Weston  is  the 
drawee  (the  one  on  whom  the  bill  is  drawn),  and  also 
the  acceptor  when  he  signs  his  name  under  the  word 
“Accepted”;  while  Austin  Stewart  is  the  payee  or  the 
one  to  whom  the  drawee  pays  the  amount  of  the  bill. 

In  the  case  of  a  check  drawn  on  a  bank,  the  bank  is 
the  drawee  and  there  is  no  acceptor.  The  drawer  and 
payee  are  the  same  as  in  an  ordinary  bill  of  exchange. 

The  Form  of  Negotiable  Instruments.  Examination  of 
the  note  and  the  bill  of  exchange  shown  above  shows 
that — 

1.  They  are  in  writing  and  are  signed.  (Writing  as  here  used 
includes  print.) 

2.  The  note  contains  an  unconditional  promise  to  pay  a  defi¬ 
nite  sum  of  money,  and  the  bill  of  exchange  contains  an 
unconditional  order  to  pay  a  definite  sum  of  money. 

3.  The  money  is  to  be  paid  on  demand  in  the  case  of  the  bill 
and  at  a  fixed  future  time  in  the  case  of  the  note. 

4.  Each  is  expressly  made  payable  to  the  order  of  the  payee. 
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5.  In  the  bill,  the  person  who  is  ordered  to  pay  (the  drawee) 
is  named. 

Such  are  the  essential  requisites  of  negotiable  instru¬ 
ments.  These  requisites  are  stated  in  the  N.I.L.  (Uni¬ 
form  Negotiable  Instruments  Law)  as  follows: 

Section  1 :  An  instrument  to  be  negotiable  must  conform  to  the 
following  requirements: 

1.  It  must  be  in  writing  and  signed  by  the  maker  or  drawer. 

2.  Must  contain  an  unconditional  promise  or  order  to  pay  a 
sum  certain  in  money. 

3.  Must  be  payable  on  demand,  or  at  a  fixed  or  determinable 
future  time. 

4.  Must  be  payable  to  order  or  to  bearer. 

5.  Where  the  instrument  is  addressed  to  a  drawee,  he  must 
be  named  or  otherwise  indicated  therein  with  reasonable 
certainty. 

These  requisites  as  to  form  are  simple,  but  they  should 
be  given  thoro  consideration. 

Considerations  Concerning  Signatures.  Negotiable  in¬ 
struments  “must  be  in  writing  and  signed.”  The  maker 
must  sign  a  note;  the  drawer  must  sign  a  bill  of  exchange. 

Pen  and  ink  are  ordinarily  used  for  signatures,  but  the 
use  of  a  pencil,  altho  not  advisable,  is  permissible.  An 
instrument  is  perfectly  valid  even  if  every  part  of  it, 
including  the  signature,  is  typewritten  or  printed,  or  if 
the  signature  is  only  stamped  on  it.  The  practical 
disadvantage  of  typewritten  and  penciled  instruments 
is  that  they  may  be  easily  altered;  while  printed  and 
stamped  signatures  are  more  difficult  to  prove  than  a 
signature  in  the  handwriting  of  the  signer. 

The  law  does  not  require  that  the  signature  be  at  the 
end  of  the  note  or  the  bill.  Thus,  “I,  John  Smith,  prom¬ 
ise  to  pay  William  Ellis  or  order,  One  hundred  dollars 
on  demand”  is  John  Smith’s  note  if  John  Smith  intended 
his  name  in  the  body  of  the  instrument  to  be  taken  as  his 
signature.  It  is  better,  however,  to  sign  at  the  end  in  the 
usual  way  and  thus  avoid  uncertainty. 
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Three  sections  of  the  N.I.L.  relating  to  signatures 
follow: 

Section  18:  No  person  is  liable  on  the  instrument  whose  signa¬ 
ture  does  not  appear  thereon,  except  as  herein  otherwise  expressly 
provided.  But  one  wrho  signs  in  a  trade  or  assumed  name  will  be 
liable  to  the  same  extent  as  if  he  had  signed  in  his  own  name. 

Section  19 :  The  signature  of  any  party  may  be  made  by  a  duly 
authorized  agent.  No  particular  form  of  appointment  is  necessary 
for  this  purpose;  and  the  authority  of  the  agent  may  be  established 
as  in  other  cases  of  agency.  [The  law  of  agency  will  be  explained 
in  Executive  Manual  99.] 

Section  20:  Where  the  instrument  contains  or  a  person  adds  to 
his  signature  words  indicating  that  he  signs  for  or  on  behalf  of  a 
principal,  or  in  a  representative  capacity,  he  is  not  liable  on  the  in¬ 
strument  if  he  was  duly  authorized;  but  the  mere  addition  of  words 
describing  him  as  an  agent,  or  as  filling  a  representative  character, 
without  disclosing  his  principal,  does  not  exempt  him  from  personal 
liability. 

A  case  illustrating  some  of  these  principles  is  Siffkin  v. 
Walker,  2  Campbell  (Eng.)  308.  Acting  as  agent  for 
Rowlestone,  Walker  gave  Siffkin  the  following  note: 

Two  months  after  date  I  promise  to  pay  to  J.  Siffkin  or  order 

three  hundred  pounds  sterling  for  value  received. 

Thos.  Walker. 

It  was  held  that  Rowlestone  was  not  liable  on  this 
note,  but  that  Walker  was  liable  because  he  signed  as 
maker,  and  the  fact  that  he  was  agent  was  no  defense. 
Even  if  he  had  added  the  word  “agent”  after  his  name, 
he  would  not  have  escaped  personal  liability  unless  he 
had  disclosed  his  principal.  Merely  adding  the  word 
“agent”  would  not  make  Rowlestone  liable.  The  proper 
way  for  him  to  have  signed  was: 

Samuel  Rowlestone 
by  Thos.  Walker. 

Usually  words  following  a  signature,  such  as 
“agent,”  “president,”  “treasurer,”  are  considered 
to  be  merely  words  of  description. 

Thus  in  First  National  Bank  v.  Wallis  (157  N.  Y.  455), 
a  note  in  the  form  shown  below  was  held  to  be  the  note 
of  Wallis  and  Smith. 
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Wallis  Iron  Works 

Jan.  20,  1893 

Three  months  after  date,  we  promise  to  pay  to  the  order  of 

H.  Stentzer  &  C-o.,  $100  at  the  First  National  Bank  of  Jersey 

City,  value  received. 

Wm.  T.  Wallis,  President 
George  T.  Smith,  Treasurer 

In  this  case,  altho  both  the  bank  and  the  payee  knew 
that  Wallis  and  Smith  intended  to  bind  the  corporation 
and  not  themselves,  vet  they  were  held  to  be,  personally, 
makers  of  the  note. 

The  proper  form  of  signature  on  a  negotiable  instru¬ 
ment  for  a  corporation  is: 

Wallis  Iron  Works  or  Wallis  Iron  Works 

by  Wm.  Wallis,  by  George  T.  Smith, 

President.  Treasurer. 

If  desired,  both  officers  may  sign  after  the  corporate 
name. 

Where  a  signature  shows  that  the  person  who  signs 
is  acting  not  for  himself  but  as  an  agent  for  another, 
this  signifies  that  the  agent’s  authority  may  be  lim¬ 
ited— and  the  payee  should  make  sure  that  the  agent 
or  officer  has  authority  to  sign. 

If  the  signature  is  affixed  without  authority,  Section 
23  of  the  N.I.L.  applies: 

When  a  signature  is  forged  or  made  without  the  authority  of 
the  person  whose  signature  it  purports  to  be,  it  is  wholly  inoperative, 
and  no  right  to  retain  the  instrument,  or  to  give  a  discharge  there¬ 
for,  or  to  enforce  payment  thereof  against  any  party  thereto,  can  be 
acquired  thru  or  under  such  signature,  unless  the  party  against  whom 
it  is  sought  to  enforce  such  right  is  precluded  from  setting  up  the 
forgery  or  want  of  authority. 

A  person  may,  by  estoppel,  preclude  himself  from  set¬ 
ting  up  forgery  or  want  of  authority  as  a  defense.  In 
First  National  Bank  v.  Wolfe  (140  Md.  479;  decided  in 
1922),  Mrs.  Wolfe  inquired  of  the  bank  whether  it  held 
any  notes  upon  which  she  was  security.  The  bank  called 
her  attention  to  two  notes  of  $1,500  each,  giving  her  the 
dates.  She  discovered  that  her  name  on  these  notes  had 
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been  forged  by  her  husband;  but  instead  of  notifying  the 
bank  of  this  fact,  she  proceeded  to  take  over  her  hus¬ 
band’s  business  and  pay  off  some  other  notes  which  she 
really  had  signed.  Then  she  turned  the  business  back  to 
her  husband  and  allowed  him  to  dispose  of  it  as  he  saw 
fit.  In  the  meantime,  the  bank,  relying  upon  her  silence 
as  an  indication  that  the  notes  were  good,  took  no  steps 
to  protect  itself.  The  court  held  that  “she  by  such  silence 
and  conduct  was  estopped  from  raising  the  question  of 
her  liability  because  of  said  alleged  forgeries.” 

The  Certainty  of  the  Parties.  Normally  there  are  two 
parties  to  a  note  and  three  parties  to  a  bill.  But  the 
validity  of  a  bill  or  a  note  is  not  affected  by  the  fact  that 
one  person  is  designated  upon  its  face  in  more  than  one 
capacity.  A  note  is  often  made  payable  to  the  maker’s 
order  and  a  bill  is  often  made  payable  to  the  drawer.  No 
obligation  arises  on  such  instruments  until  they  are  trans¬ 
ferred  to*  a  third  party;  but,  so  far  as  form  is  concerned, 
they  are  valid.  The  same  person  may  be  both  drawee 
and  payee.  Acceptance  in  such  a  case  raises  no  duty  to 
pay;  but  upon  transfer  to  a  third  person,  the  acceptance 
becomes  operative. 

It  is  even  possible  to  have  an  instrument  in  which  the 
same  person  is  drawer,  drawee,  and  payee.  Such  an  in¬ 
strument  when  accepted  and  transferred  to  another  per¬ 
son  is  binding  and  may  be  treated,  at  the  holder’s  option, 
either  as  a  bill  of  exchange  or  as  a  promissory  note. 

The  requirement  as  to  the  certainty  of  parties  is  sat¬ 
isfied  in  the  following  manner: 

1.  Maker  or  drawer.  The  maker  of  a  note  and  the  drawer  of 
a  bill  are  indicated  by  their  signatures;  if  these  signatures 
are  sufficient,  the  requirement  of  certainty  is  satisfied.  The 
law  merely  requires  that  such  instruments  “be  signed  by 
the  maker  or  drawer.” 

2.  Payee.  Section  8  of  the  N.I.L.  provides  among  other 
things  that,  “Where  the  instrument  is  payable  to  order, 
the  payee  must  be  named  or  otherwise  indicated  therein 
with  reasonable  certainty.” 
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The  following  instrument  was  held  not  to  be  a  check 
because  no  payee  was  named: 


Lansing  State  Savings  Bank  of  Lansing. 
-  $970. 


Pay  to  the  order  of 
John  R.  Gordon  , 


Again,  a  note  payable  to  “Charles  R.  Whitesell  and 
others  or  order”  was  held  not  to  be  a  note  because  the 
payees  (“and  others”)  w7ere  not  certain. 

Section  42  of  the  N.I.L.  says: 

Where  an  instrument  is  drawn  or  indorsed  to  a  person  as 
“cashier”  or  other  fiscal  officer  of  a  bank  or  corporation,  it  is  deemed 
prima  facie  to  be  payable  to  the  bank  or  corporation  of  which  he  is 
such  officer;  and  may  be  negotiated  by  either  the  indorsement  of  the 
bank  or  corporation,  or  the  indorsement  of  the  officer. 

Before  the  N.I.L.  was  adopted,  an  instrument  payable 
to  the  order  of  two  or  more  persons  alternatively,  as  to 
“John  Doe  or  Richard  Roe,  or  order,”  was  not  negotiable 
for  lack  of  certainty  as  to  the  payee.  But  the  N.I.L.  has 
removed  this  objection. 

There  is  also,  of  course,  no  objection  to  an  instrument 
payable  to  several  persons  jointly,  as  to  A,  B,  and  C, 
because  the  obligation  is  to  the  group  as  a  unit.  Like¬ 
wise,  it  is  permissible  to  make  an  instrument  payable  to 
the  holder  of  an  office  and  his  successors. 

An  instrument  payable  to  bearer  is  sufficient  under  the 
N.I.L.  so  far  as  certainty  is  concerned.  On  this  point, 
Section  9  of  the  N.I.L.  says: 

The  instrument  is  payable  to  bearer — 

(1)  When  it  is  expressed  to  be  so  payable;  or 

(2)  When  it  is  payable  to  a  person  named  therein  or  bearer;  or 

(3)  When  it  is  payable  to  the  order  of  a  fictitious  or  nonexist¬ 
ing  person,  and  such  fact  was  known  to  the  person  making  it  so 
payable;  or 

(4)  When  the  name  of  the  payee  does  not  purport  to  be  the  name 
of  any  person;  or 

(5)  hen  the  only  or  last  indorsement  is  an  indorsement  in  blank. 

Under  this  same  section,  an  instrument  drawn  payable 
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to  “the  order  of  cash”  or  “merchandise”  or  “bills  pay¬ 
able”  is  also  payable  to  the  bearer. 

The  Promise  or  Order  Must  Be  Unconditional.  An  instru¬ 
ment  payable  only  upon  the  happening  of  a  future  event 
is  of  little  business  value,  because  of  the  possibility  that 
the  event  may  never  occur.  Even  after  the  happening 
of  the  event,  such  an  instrument  is  unsatisfactory  be¬ 
cause  it  does  not  show  on  its  face  that  the  condition  has 
been  performed.  Hence  the  rule  requiring  negotiable 
instruments  to  be  unconditional. 

A  note  which  provides  that  it  shall  not  be  due  until 
after  the  maker  has  sold  his  mill  for  a  fair  price  is  not 
negotiable.  This  provision  changes  it  into  a  common-law 
contract. 

Section  4  of  the  N.I.L.  provides  that,  “An  instrument 
payable  upon  a  contingency  is  not  negotiable  and  the 
happening  of  the  event  does  not  cure  the  defect.” 

A  promise  or  order  to  pay  out  of  a  particular  fund  is 
conditional,  and  hence  is  not  negotiable. 

Thus  a  note  which  provides  that  it  shall  be  paid  “out 
of  the  proceeds”  of  the  ore  mined  from  a  particular  mine 
is  not  negotiable.  There  may  never  be  any  proceeds. 

An  order  on  a  bank  reading,  “Pay  A,  or  order,  $100  and 
charge  to  account  No.  1”  drawn  by  a  depositor  who  has 
two  accounts,  is  negotiable.  The  words  “charge  to  ac¬ 
count  No.  1”  are  merely  an  indication  to  the  bank  to 
which  account  the  check  is  to  be  charged  after  it  is  paid. 

Where  the  promise  or  order  is  to  pay  absolutely,  the 
mere  fact  that  there  is  an  indication  as  to  what  ac¬ 
count  to  charge  or  as  to  how  the  drawee  is  to  be  re¬ 
imbursed  will  not  prevent  the  instrument  from  being 
negotiable. 

Bills  and  notes  frequently  contain  a  statement  of  the 
consideration  for  which  they  were  given.  This  does  not 
interfere  with  negotiability ;  it  does  not  even  make  them 
conditional.  Thus  in  Mabie  v.  Johnson  (8  Hun.,  N.  Y., 
309),  it  was  held  that  the  following  note  was  not  condi- 
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tional  and  was  negotiable  even  tho  there  was  a  breach 
of  warranty. 

For  one  Hinkley  knitting  machine  warranted,  I  promise  to 

pay  to  J.  H.  Wells,  or  bearer,  $30  one  year  from  date  with 

use. 

The  result,  of  course,  would  have  been  different  if  the  : 
paper  had  read, 

For  one  Hinkley  knitting  machine,  if  as  warranted,  I  prom¬ 
ise,  etc. 

Section  3  of  the  N.I.L.  codifies  the  rules  applied  in 
these  cases  as  follows: 

An  unqualified  order  or  promise  to  pay  is  unconditional  within 
the  meaning  of  this  act,  tho  coupled  with: 

(1)  An  indication  of  a  particular  fund  out  of  which  reimburse-  ! 
ment  is  to  be  made,  or  a  particular  account  to  be  debited  with  the 
amount;  or 

(2)  A  statement  of  the  transaction  which  gives  rise  to  the  instm- 
ment. 

But  an  order  or  promise  to  pay  out  of  a  particular  fund  is  not 
unconditional. 

The  Promise  or  Order  Must  Be  to  Pay  Money.  A  note 
promising  to  pay  an  ounce  of  gold  is  not  negotiable  be¬ 
cause  unminted  gold  is  not  money.  For  the  same  reason 
a  note  promising  to  pay  in  bank  checks  is  not  negotiable. 
But  a  note  given  in  Michigan,  say,  payable  in  Canada  in 
Canadian  money,  is  a  negotiable  note. 

The  amount  to  be  paid  may  be  expressed  in  terms  of 
the  money  of  any  country  so  long  as  the  medium  of 
payment  is  the  money  of  the  country  where  payment 
is  to  be  made. 

A  note  for  10,000  francs  payable  in  the  United  States 
is  negotiable  because,  by  implication,  it  is  payable  in 
dollars.  Francs  are  merely  the  measure  of  the  amount 
payable  and  not  an  indication  of  the  medium  of  pay¬ 
ment.  A  bill  or  note  payable  in  “currency,”  or  “current 
funds,”  or  in  which  the  medium  of  payment  is  indicated 
by  a  phrase  which  means  money,  is  negotiable  because 
it  will  be  understood  to  be  payable  in  money. 
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Not  only  must  the  promise  or  order  be  to  pay  money, 
but  it  must  not  be  to  do  anything  else. 

This  rule  and  its  modifications  are  clearly  stated  in 
Section  5  of  the  N.I.L.,  thus: 

An  instrument  which  contains  an  order  or  promise  to  do  any  act 
in  addition  to  the  payment  of  money  is  not  negotiable.  But  the 
negotiable  character  of  an  instrument  otherwise  negotiable  is  not 
affected  by  a  provision  which: 

(1)  Authorizes  the  sale  of  collateral  securities  in  case  the  instru¬ 
ment  be  not  paid  at  maturity;  or 

(2)  Authorizes  a  confession  of  judgment  if  the  instrument  be  not 
paid  at  maturity;  or 

(3)  Waives  the  benefit  of  any  law  intended  for  the  advantage  or 
protection  of  the  obligor;  or 

(4)  Gives  the  holder  an  election  to  require  something  to  be  done 
in  lieu  of  payment  of  money. 

But  nothing  in  this  section  shall  validate  any  provision  or  stipu¬ 
lation  otherwise  illegal. 

The  law  also  requires  that — 

The  amount  of  money  to  be  paid  at  maturity  must  be 
certain.  If  the  exact  amount  can  be  determined  by 
computation,  it  is  certain. 

Hence  a  stipulation  for  interest  at  a  given  rate  does 
not  render  the  amount  uncertain.  A  provision  calling 
for  payment  of  the  costs  of  collection  and  attorney’s  fees 
if  the  note  is  not  paid  at  maturity  does  not  affect  nego¬ 
tiability,  because  these  do  not  accrue  if  payment  is  made 
at  maturity,  and  therefore  the  sum  payable  at  maturity 
is  certain. 

The  law  on  these  points  is  stated  in  Section  2  of  the 
N.I.L.,  as  follows: 

The  sum  payable  is  a  sum  certain  within  the  meaning  of  this  act, 
altho  it  is  to  be  paid: 

(1)  With  interest;  or 

(2)  By  stated  installments;  or 

(3)  By  stated  installments,  with  a  provision  that  upon  default  in 
payment  of  any  installment  or  of  interest,  the  whole  shall  become 
due;  or 

(4)  With  exchange,  whether  at  a  fixed  rate  or  at  the  current 
rate;  or 
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(5)  With  costs  of  collection  or  an  attorney’s  fee,  in  case  payment 
shall  not  be  made  at  maturity. 

Certainty  as  to  Time  of  Payment.  Ordinary  bills  and 
notes  either  fix  a  definite  time  of  payment  or  are  payable 
on  demand.  Such  instruments  are  clearly  within  the  re¬ 
quirements  of  the  law.  Cases  that  are  not  so  clearly 
within  the  rules  and  yet  are  held  to  be  negotiable  are 
those  where  a  note  is  made  payable  a  certain  number  of 
days  after  the  maker’s  death,  or  on  or  before  a  day  named, 
or  within  one  year  after  date. 

A  note  payable  in  installments,  but  containing  a  pro¬ 
vision  that  in  case  there  shall  be  a  default  in  the  pay¬ 
ment  of  any  installment  the  full  amount  then  remaining 
unpaid  shall  forthwith  be  payable,  was  held  negotiable. 
The  court  said  the  note  was  no  more  uncertain  as  to  time 
of  payment  than  a  note  payable  “on  or  before”  a  given 
date.  In  Nickell  v.  Bradshaw  (94  Oreg.  580;  decided  in 
1919),  the  note  was  due  five  years  from  date,  but  con¬ 
tained  the  clause,  “Due  if  ranch  is  sold  or  mortgaged.” 
It  was  held  that  this  did  not  render  the  note  non-nego- 
tiable. 

The  provisions  of  the  N.I.L.  on  this  point,  found  in 
Section  4,  are: 

An  instrument  is  payable  at  a  determinable  future  time,  within 
the  meaning  of  this  act,  which  is  expressed  to  be  payable: 

(1)  At  a  fixed  period  after  date  or  sight;  or 

(2)  On  or  before  a  fixed  or  determinable  future  time  specified 
therein;  or 

(3)  On  or  at  a  fixed  period  after  the  occurrence  of  a  specified 
event,  which  is  certain  to  happen,  tho  the  time  of  happening  be  un¬ 
certain. 

An  instrument  payable  upon  a  contingency  is  not  negotiable,  and 
the  happening  of  the  event  does  not  cure  the  defect. 

In  Section  7  of  this  law  we  find  that — 

An  instrument  is  payable  on  demand: 

(1)  Where  it  is  expressed  to  be  payable  on  demand,  or  at  sight, 
or  on  presentation;  or 

(2)  In  which  no  time  for  payment  is  expressed. 
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The  Date  of  the  Instrument.  The  only  purpose  of  a  date 
is  to  fix  the  time  of  payment.  If  the  date  of  payment  is 
expressly  stated,  then  the  date  of  the  instrument  fulfills 
no  necessary  function.  But  if  a  note  is  drawn  payable  a 
certain  number  of  days  after  date,  then  of  course  the  date 
on  the  instrument  fixes  the  day  of  payment. 

An  instrument  may  lawfully  be  dated  “back”  or 
“ahead.”  But, where  it  is  dated  ahead,  the  instru¬ 
ment  is  the  valid  obligation  of  the  maker  or  drawer 
from  the  day  of  its  issue,  even  tho  it  bears  a  date  a 
month  or  a  year  later. 

If  an  instrument  payable  “three  months  after  date”  is 
issued  undated,  it  is  payable  three  months  after  the  day 
of  its  issue. 

In  Section  6  of  the  N.I.L.,  we  find  that  “The  validity  and  nego¬ 
tiable  character  of  an  instrument  are  not  affected  by  the  fact  that: 
(1)  It  is  not  dated.” 

In  Section  17,  we  find  that  “Where  the  instrument  is  not  dated, 
it  will  be  considered  to  be  dated  as  of  the  time  it  was  issued.” 

Section  11  tells  us  that,  “Where  the  instrument  or  an  acceptance 
or  any  indorsement  thereon  is  dated,  such  date  is  deemed  prima 
facie  to  be  the  true  date  of  the  making,  drawing,  acceptance,  or  in¬ 
dorsement,  as  the  case  may  be.” 

And  Section  12  says  that,  “The  instrument  is  not  invalid  for  the 
reason  only  that  it  is  antedated  or  postdated,  provided  this  is  not 
done  for  an  illegal  or  fraudulent  purpose.  The  person  to  whom  an 
instrument  so  dated  is  delivered  acquires  the  title  thereto  as  of  the 
date  of  delivery.” 

“Value  Received”  Is  Nonessential.  The  phrase  “value 
received”  or  “for  value  received,”  so  frequently  inserted 
in  promissory  notes,  is  not  essential,  and  adds  nothing  to 
the  force  and  effect  of  the  instrument. 

FORMS  OF  NEGOTIABLE  INSTRUMENTS 

The  two  basic  classes  of  negotiable  instruments  are  the 
promissory  note  and  the  bill  of  exchange.  Other  forms 
are  merely  variations  of  one  or  the  other  of  these  two 
forms.  A  bank  check,  for  example,  is  a  bill  of  exchange 
payable  on  demand,  drawn  on  a  bank  by  a  person  who 
has  money  on  deposit  in  the  bank. 
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Bonds  as  Negotiable  Instruments.  At  common  law,  bonds 
were  not  negotiable;  but  by  custom  or  business  practice, 
and  by  statute  in  many  states,  they  have  now  come  to  be 
negotiable  in  most  jurisdictions  when  they  satisfy  the 
requirements  for  negotiability  as  set  forth  in  Section  1 
of  the  N.I.L.  This,  of  course,  applies  only  to  bonds  for 
the  payment  of  money.  Such  bonds  are,  in  effect,  promis¬ 
sory  notes  under  seal. 

Interest  coupons  clipped  from  bonds,  when  payable  to 
order  or  bearer,  are  also,  in  effect,  promissory  notes,  and 
they  are  negotiable  in  the  same  way. 

Certificates  of  Deposit.  Certificates  of  deposit  are,  in 
legal  effect,  promissory  notes.  They  acknowledge  re¬ 
ceipt  by  the  bank  of  a  sum  of  money  and  contain  a  prom¬ 
ise  to  pay  to  order  or  to  bearer.  They  are  negotiable 
when,  as  is  usually  the  case,  they  satisfy  the  require¬ 
ments  of  the  negotiable  instruments  law.  Where  they 
are  not  in  the  usual  form  and  for  that  reason  are  not 
negotiable,  they  may  be  assigned  in  the  same  way  as  any 
ordinary  contract  to  pay  money. 

Money  Orders;  Cashiers’  Checks;  Travelers’  Checks. 

Money  orders  are  used  for  forwarding  small  amounts. 
They  are  issued  by  post  offices,  banks,  and  express  and 
telegraph  companies.  The  maximum  amount  for  which 
a  money  order  can  be  issued  by  a  post  office  is  $100.  Such 
money  orders  may,  by  law,  be  indorsed  once  only.  Ex¬ 
press  money  orders  are  promissory  notes  of  the  express 
company. 

A  cashier’s  check  is  a  check  drawn  by  a  bank  upon 
itself.  It  is  a  bill  of  exchange  in  which  the  drawer  and 
the  drawee  are  the  same.  Section  130  of  the  N.I.L.  pro¬ 
vides  that  where,  in  a  bill,  the  drawer  and  the  drawee  are 
the  same  person,  the  holder  may  treat  it  at  his  option 
either  as  a  bill  of  exchange  or  as  a  promissory  note. 

Travelers’  checks  are  the  promissory  notes  of  the  issu¬ 
ing  bank  or  company  made  payable  to  the  order  of  the 
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traveler.  They  are  issued  for  small  amounts.  Each 
check  bears  the  signature  of  the  payee  written  in  at  the 
time  of  purchase,  and  must  be  countersigned  by  the 
payee  when  presented  for  payment.  When  so  counter¬ 
signed,  a  traveler’s  check  may  be  negotiated  in  the  same 
way  as  other  promissory  notes. 

Trade  Acceptances  and  Bank  Acceptances.  Acceptances 
are  bills  of  exchange.  A  trade  acceptance  is  a  bill  drawn 
by  the  seller  of  goods  on  the  purchaser  and  accepted  by 
the  purchaser.  It  should  contain  a  statement  to  the  effect 
that  the  obligation  of  the  acceptor  arises  out  of  the  pur¬ 
chase  of  goods  from  the  drawer. 

A  bank  acceptance  is  a  bill  of  exchange,  the  acceptor  of 
which  is  a  bank  or  a  trust  company. 

The  reason  for  distinguishing  these  forms  of  bills  of 
exchange  from  ordinary  bills  is  that  the  Federal  Reserve 
banks  have  power  to  rediscount  them  under  certain  con¬ 
ditions,  and  the  Federal  Reserve  Board  has  encouraged 
their  use. 

Bills  of  Lading  and  Warehouse  Receipts.  Certain  com¬ 
mercial  documents,  such  as  bills  of  lading  and  warehouse 
receipts,  while  they  are  not,  strictly  speaking,  negotiable 
instruments  and  are  not  governed  by  the  Negotiable  In¬ 
struments  Law,  and  while  they  do  not  call  for  the  pay¬ 
ment  of  money,  nevertheless  have,  by  usage  and  by 
statute  in  many  jurisdictions,  been  given  many  of  the 
elements  of  negotiability.  The  Commissioners  on  Uni¬ 
form  State  Laws  have  recommended  uniform  laws  deal¬ 
ing  with  them,  and  these  laws  have  been  adopted  in  a 
number  of  states. 

The  Uniform  Bills  of  Lading  Act  has  been  adopted  in 
some  twenty-six  or  more  states.  The  act  of  Congress 
which  governs  bills  of  lading  in  interstate  commerce  is 
almost  identical  with  the  Uniform  Bills  of  Lading  Act. 
The  Uniform  Warehouse  Receipts  Act  has  now  been 
adopted  in  nearly  all  states.  The  purpose  of  these  acts 
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is  to  give  bills  of  lading  and  warehouse  receipts  as  great 
a  degree  of  negotiability  as  possible. 

*  *  *  * 

Such  are  the  formal  requisites  and  the  principal  kinds 
of  negotiable  instruments.  In  Part  II,  we  shall  consider 
carefully  the  legal  requirements  to  be  observed  in  mak¬ 
ing  negotiable  instruments  binding  obligations. 


NEGOTIABLE  INSTRUMENTS 
Part  II 

Instruments  as  Binding  Obligations 
;THO  an  instrument  may  be,  in  every  formal  way, 


a  completed  promissory  note  or  bill  of  exchange, 


it  does  not  constitute  a  binding  legal  obligation 
unless  certain  things  are  done.  It  must  be  signed  inten¬ 
tionally.  It  must  be  delivered.  If  it  is  a  bill  of  exchange, 
it  must  be  accepted,  else  the  drawee  will  not  be  bound. 
There  must  be  consideration.  All  of  these  requirements 
are  governed  by  certain  rules  and  exceptions  with  which 
every  business  executive  should  be  familiar,  because  the 
validity  of  the  instrument  may  depend  upon  whether 
they  have  been  complied  with. 

The  Signature  Must  Be  Properly  Obtained.  We  have  seen 
that  a  negotiable  instrument  must  be  signed  by  the  maker 
or  drawer.  But— 

If  the  signature  is  obtained  by  fraud  or  misrepre¬ 
sentation  as  to  the  character  of  the  instrument 
signed,  the  signer  will  not  be  bound  either  to  the 
payee  or  to  an  innocent  purchaser  for  value. 

Fraud  is  a  defense  which  the  maker  or  drawer  usually 
cannot  employ  against  innocent  purchasers.  But  when 
he  signs  under  a  misapprehension  as  to  the  terms  or  char¬ 
acter  of  the  instrument,  and  the  misapprehension  is  not 
due  to  negligence  on  his  part,  but  to  the  fraud  of  another, 
the  defense  of  fraud  can  be  used  even  against  innocent 
purchasers.  The  signer  in  such  a  case  is  not  liable  to 
innocent  purchasers  because  the  instrument  was  illegal 
in  its  inception. 

In  Walker  v.  Ebert  (29  Wis.  194)  where  a  German  who 
could  not  speak  English  was  induced  to  sign  a  promis¬ 
sory  note  by  the  false  statement  that  it  was  a  contract 
appointing  him  agent  to  sell  a  patent  right,  it  was  held 
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that  even  an  innocent  purchaser  for  value  could  not  re¬ 
cover  on  it.  The  court  said: 

The  party  whose  signature  to  such  a  paper  is  obtained  by  fraud 
as  to  the  character  of  the  paper  itself,  who  is  ignorant  of  such  char¬ 
acter  and  has  no  intention  of  signing  it,  and  who  is  guilty  of  no 
negligence  in  affixing  his  signature,  or  in  not  ascertaining  the  char¬ 
acter  of  the  instrument,  is  no  more  bound  by  it  than  if  it  were  a 
total  forgery,  the  signature  included. 

In  another  case,  Auten  v.  Gruner  (90  Ill.  300),  where 
a  man  agreed  to  sign  a  note  for  ten  dollars,  and  a  note 
for  three  hundred  dollars  was  substituted  by  trickery, 
the  maker  was  not  liable.  But — 

Where  negligence  can  be  shown,  as  where  a  person 
signs  a  paper  without  reading  it,  thinking  the  paper 
is,  for  example,  an  order  for  machinery,  and  it  later 
proves  to  have  been  a  promissory  note,  the  instru¬ 
ment  is  enforcible  by  an  innocent  purchaser. 

In  such  a  case  the  court  deemed  the  conduct  of  the 
defendant  so  careless,  in  signing  without  reading,  that  it 
was  unjust  to  allow  him  to  set  up  the  defense  that  he  did 
not  intentionally  sign  a  note. 

The  foregoing  class  of  cases  must  be  carefully  dis¬ 
tinguished  from  cases  where  the  maker  intended  to  make 
and  sign  the  note  upon  which  he  is  sued,  but  would  not 
have  signed  it  had  he  known  the  true  facts. 

Where  the  fraud  or  misrepresentation  relates  to  the 
consideration  for  which  the  instrument  is  given  in¬ 
stead  of  to  the  character  of  the  instrument,  it  will 
not  be  a  defense  against  the  instrument  in  the  hands 
of  an  innocent  purchaser. 

Thus,  where  a  person  was  induced  to  sign  a  note  for  a 
worthless  patent  right  which  was  represented  to  be  very 
valuable,  an  innocent  purchaser  of  this  note  could  recover 
on  it  even  tho  the  maker  of  the  note  would  not  have 
signed  it  had  it  not  been  for  the  fraud.  The  fraud  would 
be  a  defense  against  the  payee  who  practiced  the  fraud, 
because  it  would  be  unjust  for  him  to  enforce  the  obliga¬ 
tion,  but  not  because  the  note  was  not  a  valid  negotiable 
instrument. 
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Delivery  of  the  Instrument.  In  addition  to  the  inten¬ 
tional  signing  of  the  instrument,  something  further  is 
necessary  to  make  it  a  legally  binding  obligation. 

In  order  that  the  bill  or  note  may  have  legal  effect, 
it  must  have  passed  out  of  the  possession  of  the 
maker  or  drawer. 

A  note  found  among  the  maker’s  papers  after  his  death 
imposes  no  obligation  upon  his  estate.  However,  if  a 
completed  negotiable  instrument  passes  out  of  the  posses¬ 
sion  of  the  signer  into  that  of  the  payee  (or  bearer,  if  it 
is  a  bearer  instrument),  the  instrument  imposes  a  legal 
obligation  on  the  maker  or  drawer. 

The  mere  parting  with  possession,  voluntary  or  in¬ 
voluntary,  gives  the  instrument  its  inception  as  a 
bill  or  note. 

This  does  not  mean  that  a  payee  who  steals  or  forcibly 
takes  the  instrument  from  the  drawer  or  maker  can  en¬ 
force  it.  He  cannot,  because  it  would  be  profitless  to 
permit  the  thief  to  sue  the  maker  when  the  maker  is  him¬ 
self  entitled  to  recover  from  the  thief  either  the  note  itself 
or  the  money  which  the  thief  received  upon  it.  But  if 
the  instrument  is  sold  by  the  thief  to  an  innocent  pur¬ 
chaser,  the  innocent  purchaser  may  enforce  it. 

Conditional  delivery  will  give  an  instrument  its  incep¬ 
tion  as  a  legal  obligation  even  tho  the  condition  be  not 
performed.  It  is  true  that  the  payee  or  anyone  who 
obtains  the  instrument  thru  fraud,  or  theft,  with  notice 
of  the  condition  or  without  paying  value  for  it,  cannot 
enforce  it.  But  an  innocent  purchaser  of  such  an  instru¬ 
ment  can  enforce  it.  Thus,  in  Clark  v.  Johnson  (54  Ill. 
296),  the  maker  signed  a  complete  promissory  note  and 
was  about  to  insert  a  condition  in  it  before  delivery,  when 
the  payee  snatched  it  out  of  his  hands,  made  off  with  it, 
and  sold  it  to  an  innocent  purchaser.  The  maker  in  this 
case  was  forced  to  pay  the  note. 

If  a  person  signs  a  promissory  note  or  a  bill  of  exchange 
that  is  incomplete  in  some  particular,  such  as  one  on 
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which  the  amount  or  the  date  of  payment  is  not  stated; 
or  if  he  signs  a  blank  printed  form  for  a  note  or  bill,  or 
puts  his  signature  on  a  piece  of  paper  wholly  blank  and 
delivers  it  to  another  with  authority  to  fill  in  the  blank 
or  blanks  so  as  to  make  a  complete  instrument,  the  signer 
is  bound  on  the  bill  or  note  if  the  blanks  are  filled  by  any 
holder  in  accordance  with  his  authority.  He  is  bound 
exactly  as  he  would  have  been  had  he  himself  completed 
the  note  or  bill  before  delivery. 

Furthermore,  the  signer  of  an  incomplete  instrument 
is  assumed  to  have  authorized  any  holder  to  fill  in  the 
blanks  in  any  manner  he  desired,  and,  in  an  action  against 
the  signer  upon  the  instrument,  the  burden  is  upon  the 
signer  to  prove  that  the  authority  he  gave  has  been 
exceeded. 

The  fact  that  an  incomplete  instrument  is  completed 
in  excess  of  authority  is  a  defense  which  can  only 
he  used  against  those  who  are  not  innocent  pur¬ 
chasers  for  value. 

The  N.I.L.,  in  Section  14,  says: 

If  any  such  instrument,  after  completion,  is  negotiated  to  a  holder 
in  due  course,  it  is  valid  and  effectual  for  all  purposes  in  his  hands, 
and  he  may  enforce  it  as  if  it  had  been  filled  up  strictly  in  ac¬ 
cordance  with  the  authority  given  and  within  a  reasonable  time. 

The  expression  “holder  in  due  course”  is  another  name 
for  an  innocent  purchaser  for  value. 

Instruments  Incomplete  and  Undelivered.  The  rules  of 
law  just  stated  apply  only  to  blank  pieces  of  paper  and 
incomplete  notes  and  bills  which  have  been  signed  and 
delivered  in  order  that  the  paper  may  be  converted  into 
negotiable  instruments.  But — 

If  the  signer  of  the  blank  paper  intended  it  for  some 
other  purpose,  or  never  intrusted  anyone  with  the 
paper  for  the  purpose  of  making  a  completed  note  or 
bill,  the  signer  is  not  chargeable  even  tho,  after  com¬ 
pletion,  it  is  transferred  to  an  innocent  purchaser. 

In  Caulkins  v.  11  histler  (29  la.  495),  the  defendant  was 
employed  by  Smith  as  agent  to  sell  farm  machinery.  At 


INSTRUMENTS  AS  BINDING  OBLIGATIONS 


21 


Smith’s  request,  the  defendant  signed  his  name  upon  a 
blank  piece  of  paper  which  Smith  was  to  send  to  the 
manufacturers  of  the  machinery  so  that  they  might  know 
defendant’s  signature  on  the  orders  he  sent  in.  A  note 
was  printed  over  defendant’s  name  and  defendant  was 
sued  upon  it  by  an  innocent  purchaser.  It  was  held  that 
defendant  was  not  liable.  The  N.I.L.,  in  Section  15, 
says : 

Where  an  incomplete  instrument  has  not  been  delivered,  it  will 
not,  if  completed  and  negotiated  without  authority,  be  a  valid  con¬ 
tract  in  the  hands  of  any  holder. 

Section  16  of  the  N.I.L.  says: 

Every  contract  on  a  negotiable  instrument  is  incomplete  and  re¬ 
vocable  until  delivery  of  the  instrument  for  the  purpose  of  giving 
effect  thereto.  As  between  immediate  parties,  and  as  regards  a  re¬ 
mote  party  other  than  a  holder  in  due  course,  the  delivery,  in  order 
to  be  effectual,  must  be  made  either  by  or  under  the  authority  of  the 
party  making,  drawing,  accepting,  or  indorsing,  as  the  case  may  be; 
and  in  such  case  the  delivery  may  be  shown  to  have  been  condi¬ 
tional,  or  for  a  special  purpose  only,  and  not  for  the  purpose  of  trans¬ 
ferring  the  property  in  the  instrument.  But  where  the  instrument 
is  in  the  hands  of  a  holder  in  due  course,  a  valid  delivery  thereof 
by  all  parties  prior  to  him  so  as  to  make  them  liable  to  him  is  con¬ 
clusively  presumed.  And  where  the  instrument  is  no  longer  in  the 
possession  of  a  party  whose  signature  appears  thereon,  a  valid  and 
intentional  delivery  by  him  is  presumed  until  the  contrary  is  proved. 

Effective  Acceptance  of  Bills.  The  obligation  of  the 
drawee  of  a  bill  of  exchange  does  not  arise  unless  and 
until  he  accepts  the  bill. 

It  is  the  formal  act  of  acceptance  of  a  hill  by  the 
drawee  from  which  his  obligation  to  pay  arises,  and 
not  the  drawing  of  the  bill. 

Section  132  of  the  N.I.L.  says: 

The  acceptance  of  a  bill  is  the  signification  by  the  drawee  of  his 
assent  to  the  order  of  the  drawer.  The  acceptance  must  be  in  writ¬ 
ing  and  signed  by  the  drawee.  (Under  this  statute  an  oral  accep¬ 
tance  is  not  binding.) 

The  normal  and  proper  form  of  acceptance  is  one  wrrit- 
ten  on  the  bill  itself.  Any  words  written  on  the  face  or 
back  of  the  instrument  signifying  the  drawee’s  assent  to 
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the  order  are  sufficient,  provided  they  are  coupled  with 
the  drawee’s  signature.  The  word  “Accepted”  is  most 
commonly  used,  followed  by  the  signature  of  the  drawee. 
The  signature  of  the  drawee  alone,  however,  is  held  to  be 
a  valid  acceptance  on  the  theory  that  the  holder  is  au¬ 
thorized  to  write  an  acceptance  over  it. 

There  are  several  kinds  of  acceptances,  as  follows: 

Extrinsic  Acceptance.  It  is  possible  to  have  an  extrinsic 
written  acceptance;  that  is,  one  not  on  the  bill  accepted, 
altho  this  is  unusual.  Section  134  of  the  N.I.L.  contains 
this  provision: 

Where  an  acceptance  is  written  on  a  paper  other  than  the  bill 
itself,  it  does  not  bind  the  acceptor,  except  in  favor  of  a  person  to 
whom  it  is  shown,  and  who,  on  the  faith  thereof,  receives  the  bill 
for  value. 

Virtual  Acceptance.  This  is  a  promise  to  accept  made 
before  the  bill  is  drawn.  The  N.I.L.,  Section  135,  says: 

An  unconditional  promise  in  writing  to  accept  a  bill,  before  it  is 
drawn,  is  deemed  an  actual  acceptance  in  favor  of  every  person  who, 
upon  the  faith  thereof,  receives  the  bill  for  value. 

Constructive  Acceptance.  Section  136  of  the  N.I.L. 

says: 

The  drawee  is  allowed  twenty-four  hours  after  presentment,  in 
which  to  decide  whether  or  not  he  will  accept  the  bill;  but  the  ac¬ 
ceptance  if  given,  dates  as  of  the  day  of  presentation. 

And  Section  137  says: 

Where  a  drawee  to  whom  a  bill  is  delivered  for  acceptance  de¬ 
stroys  the  same,  or  refuses  within  twenty-four  hours  after  such  de¬ 
livery,  or  within  such  other  period  as  the  holder  may  allow,  to  re¬ 
turn  the  bill  accepted  or  nonaccepted  to  the  holder,  he  will  be 
deemed  to  have  accepted  the  same. 

This  may  be  termed  a  “constructive  acceptance.” 

General  and  Qualified  Acceptances.  Section  139  (N.I.L.) 

says: 

An  acceptance  may  be  either  general  or  qualified.  A  general  ac¬ 
ceptance  assents  without  qualification  to  the  order  of  the  drawer. 
A  qualified  acceptance  in  express  terms  varies  the  effect  of  the  bill 
as  drawn. 
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Section  140  says: 

An  acceptance  to  pay  at  a  particular  place  is  a  general  accep¬ 
tance,  unless  it  expressly  states  that  the  bill  is  to  be  paid  there  only 
and  not  elsewhere. 

Altho  extrinsic  written  acceptances,  constructive  ac¬ 
ceptances,  and  qualified  acceptances  are  enforceable,  the 
holder  is  entitled  to  have  a  general  acceptance  written  on 
the  bill;  and  if  this  is  refused,  he  may  treat  the  bill  as 
dishonored  by  nonacceptance. 

Before  taking  a  qualified  acceptance,  the  holder 
should  consider  carefully  its  effect.  He  can  enforce 
payment  by  the  acceptor,  but  runs  the  risk  of  losing 
his  rights  against  the  drawer  and  indorsers. 

N.I.L.,  Section  142,  covers  this  as  follows: 

The  holder  may  refuse  to  take  a  qualified  acceptance,  and  if  he 
does  not  obtain  an  unqualified  acceptance,  he  may  treat  the  bill  as 
dishonored  by  nonacceptance.  Where  a  qualified  acceptance  is  taken, 
the  drawer  and  indorsers  are  discharged  from  liability  on  the  bill, 
unless  the}'-  have  expressly  or  impliedly  authorized  the  holder  to 
take  a  qualified  acceptance,  or  subsequently  assent  thereto.  When 
the  drawer  or  an  indorser  receives  notice  of  a  qualified  acceptance  he 
must,  within  a  reasonable  time,  express  his  dissent  to  the  holder,  or 
he  will  be  deemed  to  have  assented  thereto. 

The  N.I.L.,  Section  141,  classifies  qualified  acceptances 
as  follows: 

An  Acceptance  is  qualified,  which  is: 

1.  Conditional,  that  is  to  say,  which  makes  payment  by  the  ac¬ 
ceptor  dependent  on  the  fulfillment  of  a  condition  therein  stated; 

2.  Partial,  that  is  to  say,  an  acceptance  to  pay  part  only  of  the 
amount  for  which  the  bill  is  drawn; 

3.  Local,  that  is  to  say,  an  acceptance  to  pay  only  at  a  particu¬ 
lar  place; 

4.  Qualified  as  to  time; 

5.  The  acceptance  of  some  one  or  more  of  the  drawees,  but  not 
of  all. 

Valuable  Consideration  Is  Necessary.  The  promises  con¬ 
stituting  a  contract  must  be  supported  by  consideration 
in  order  to  be  enforc.ible,  as  explained  in  a  preceding 
manual. 
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Negotiable  instruments,  at  least  between  the  im¬ 
mediate  parties,  are  contracts  and,  until  they  pass 
into  the  hands  of  innocent  purchasers  for  value, 
must  have  consideration  just  as  other  contracts. 

But  there  is  this  difference,  that  until  the  contrary  is 
shown  consideration  is  presumed. 

Section  24  (N.I.L.)  covers  this: 

Every  negotiable  instrument  is  deemed  prima  facie  to  have  been 
issued  for  a  valuable  consideration;  and  every  person  whose  signa¬ 
ture  appears  thereon,  to  have  become  a  party  thereto  for  value. 

Section  25  further  provides: 

Value  is  any  consideration  sufficient  to  support  a  simple  contract. 
An  antecedent  or  pre-existing  debt  constitutes  value,  and  is  deemed 
such  whether  the  instrument  is  payable  on  demand  or  at  a  future 
time. 

In  Section  28  of  the  N.I.L.  we  find  this: 

Absence  or  failure  of  consideration  is  matter  of  defense  as  against 
any  person  not  a  holder  in  due  course;  and  partial  failure  of  con¬ 
sideration  is  a  defense  pro  tanto  [as  far  as  it  goes],  whether  the  fail¬ 
ure  is  an  ascertained  and  liquidated  amount  or  otherwise. 

These  sections  refer  to  the  subject  of  contracts  for  the 
law  of  consideration,  but  they  show  that — 

The  defense  of  lack  or  failure  of  consideration  can¬ 
not  be  used  against  an  innocent  purchaser  for  value. 

In  Todd  v.  State  Bank  (182  Iowa,  276;  decided  in 
1917)  certain  notes  were  given  for  the  purchase  price  of 
a  tract  of  land  with  an  agreement  that  the  land  would 
be  conveyed  when  the  notes  were  paid.  The  payee  of  the 
notes  sold  them  to  the  bank,  and  at  the  same  time  the 
bank  took  an  assignment  of  the  land  contract  for  secur¬ 
ity.  When  the  notes  fell  due,  the  maker  tendered  pay¬ 
ment  in  full  and  demanded  a  deed  to  the  land.  Title  to 
the  land  could  not  be  made.  The  bank  nevertheless  in¬ 
sisted  that  it  had  a  right  to  the  money. 

In  this  case,  the  court  pointed  out  that,  on  the  one 
hand,  failure  to  make  title  would  afford  the  maker  a 
complete  defense  if  he  were  being  sued  by  the  payee  and 
that,  on  the  other  hand,  if  the  bank  were  an  innocent  pur - 
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chaser  for  value,  failure  to  make  title  would  not  constitute 
a  defense  against  it.  It  was  not  denied  that  the  bank 
paid  cash  for  the  notes,  and  consequently  that  it  was  a 
holder  for  value.  But  because  of  the  fact  that  the  bank 
was  fully  informed  of  the  terms  of  the  contract  and  knew 
that,  under  the  contract,  payment  of  the  notes  was  de¬ 
pendent  upon  the  conveyance  of  the  land,  it  was  not  an 
innocent  purchaser  and  hence  had  no  better  rights  under 
the  notes  than  the  payee  from  whom  it  acquired  them. 

The  failure  of  consideration  in  this  case  was,  there¬ 
fore,  a  defense  both  against  the  payee  and  against  the 
bank. 

Having  covered  the  main  points  relative  to  the  valid¬ 
ity  of  negotiable  instruments,  let  us  next  take  up  the 
important  points  relative  to  transfers  of  these  instru¬ 
ments  from  one  holder  to  another. 


NEGOTIABLE  INSTRUMENTS 
Part  III 

Making  Valid  Transfers 
HE  payee  or  bearer  of  a  negotiable  instrument 


may  either  hold  the  instrument  and  collect  it  at 


maturity,  or  he  may  negotiate  it;  that  is,  transfer 
it  to  another. 

If  the  instrument  is  payable  to  bearer,  it  is  negotiated 
by  delivery ;  if  it  is  payable  to  order,  negotiation  requires 
indorsement  by  the  holder  and  delivery.  (N.I.L.,  Sec¬ 
tion  30.) 

Negotiable  instruments  may  also  be  transferred  by 
operation  of  law.  For  example,  upon  the  death  of  the 
holder,  the  instrument  becomes  the  property  of  his  execu¬ 
tor  or  administrator;  or  if  the  holder  becomes  bankrupt, 
it  passes  to  his  trustee  in  bankruptcy. 

Negotiable  instruments  may  be  transferred  not  only 
by  the  original  payee  but  by  the  person  to  whom  he  trans¬ 
fers  them.  The  rule  is  that  any  owner  of  a  bill  or  note 
may  negotiate  it. 

Bearer  instruments  may  be  transferred  by  delivery 
without  indorsement;  instruments  payable  to  order 
must  be  indorsed  and  then  delivered. 

Delivery  is  always  necessary  to  a  valid  transfer.  An 
involuntary  as  well  as  a  voluntary  delivery  passes  tijle; 
but,  as  we  have  seen,  the  character  of  the  delivery  makes 
it  inequitable  for  a  thief,  for  example,  to  enforce  pay¬ 
ment,  altho  an  innocent  purchaser  from  him  may  do  so. 

Formal  Requirements  of  Indorsement.  The  formal  re¬ 
quirements  of  an  effective  indorsement  are — 

1.  That  it  be  in  writing  on  the  instrument. 

2.  That  it  be  an  order  to  pay  the  transferee. 

3.  That  the  order  direct  the  payment  to  the  transferee  of  the 
whole  sum  due  on  the  instrument. 
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4.  That  the  instrument  with  the  indorsement  upon  it  be  de¬ 
livered  to  the  transferee. 

Sometimes,  because  there  is  not  room  on  the  instru¬ 
ment  for  indorsements,  or  for  some  other  reason,  a  piece 
of  paper  is  attached  to  it  for  the  purpose  of  bearing  in¬ 
dorsements.  Such  -a  piece  of  paper  is  called  an  allonge. 
An  indorsement  written  upon  an  allonge  is  considered 
written  upon  the  instrument;  it  satisfies  the  requirements 
of  the  law.  Also,  an  indorsement  written  on  the  fane  of 
the  instrument  instead  of  on  the  back  is  sufficient.  The 
N.I.L.,  Section  17,  provides  that: 

Where  a  signature  is  so  placed  upon  the  instrument  that  it  is  not 
clear  in  what  capacity  the  person  making  the  same  intended  to  sign, 
he  is  deemed  an  indorser. 

An  indorsement  must  be  distinguished  from  a  guaranty 
or  an  assignment.  Neither  of  these  contains  an  order  to 
pay.  “I  guarantee  the  payment  of  the  within  note”  and 
“I  assign  the  within  note,”  when  written  on  the  back  of 
a  negotiable  instrument  and  properly  signed,  are  not 
indorsements.  The  guaranty  does  not  transfer  title.  The 
assignment  does  not  cut  off  personal  defenses;  it  is,  at 
best,  authority  to  collect.  An  indorsement  must  contain 
an  order  to  pay. 

There  are  a  few  comparatively  recent  cases,  however, 
which  have  overlooked  these  distinctions,  and  have  given 
both  guaranties  and  assignments  effect  as  indorsements. 

KINDS  OF  INDORSEMENTS 

The  formal  requirements  of  indorsements  as  just  stated 
apply  equally  to  the  several  kinds  of  indorsements  recog¬ 
nized  by  law.  Section  33  of  the  N.I.L.  recognizes  differ¬ 
ent  classes  of  indorsements,  as  follows: 

An  indorsement  may  be  either  special  or  in  blank;  and  it  may  also 
be  either  restrictive  or  qualified  or  conditional. 

Special  Indorsements.  Section  34  (N.I.L.)  describes 
special  indorsements  as  follows: 

A  special  indorsement  specifies  the  person  to  whom,  or  to  whose 
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order,  the  instrument  is  to  be  payable;  and  the  indorsement  of  such 
indorsee  is  necessary  to  the  further  negotiation  of  the  instrument. 

“Pay  to  William  Johnson,  (signed)  Robert  Jones”  and 
“Pay  to  the  order  of  William  Johnson,  (signed)  Robert 
Jones”  are  examples  of  special  indorsements;  and  the 
indorsement  of  William  Johnson  is  necessary  to  a  further 
transfer  of  the  instrument. 

Indorsements  in  Blank.  An  indorsement  which  consists 
merely  of  the  name  of  the  payee  without  any  designa¬ 
tion  of  the  transferee  is  an  indorsement  in  blank.  A 
blank  indorsement  is  incomplete. 

If  an  instrument  indorsed  in  blank  passes  into  the 
hands  of  a  transferee,  he  has  authority  to  complete 
the  indorsement  by  filling  in  his  own  name  or  the 
name  of  some  other  person  as  indorsee. 

If  the  name  of  another  person  is  inserted,  delivery  to 
him  is  necessary  to  make  him  the  owner  of  the  instru¬ 
ment. 

Completing  the  indorsement  is  not  necessary.  So  long 
as  it  remains  blank  and  there  is  no  further  indorsement, 
the  instrument  is  payable  to  bearer  and  may  be  trans¬ 
ferred  from  one  person  to  another  by  delivery. 

The  N.I.L.  makes  these  points  as  follows; 

The  signature  of  the  indorser  without  additional  words  is  a  suffi¬ 
cient  endorsement.  (Section  31.) 

An  indorsement  in  blank  specifies  no  indorsee,  and  an  instrument 
so  indorsed  is  payable  to  bearer,  and  may  be  negotiated  by  delivery. 
(Section  34.) 

The  holder  may  convert  a  blank  indorsement  into  a  special  in¬ 
dorsement  by  writing  over  the  signature  of  the  indorser  in  blank  any 
contract  consistent  with  the  character  of  the  indorsement.  (Section 
35.) 

Where  an  instrument  which  is  payable  to  order  is  in¬ 
dorsed  in  blank,  the  holder  may,  without  completing  the 
indorsement,  indorse  specially.  This  makes  the  indorse¬ 
ment  of  the  second  indorsee  necessary  for  a  further  trans¬ 
fer.  But,  under  Section  9  of  the  N.I.L.,  we  find  that — 

The  instrument  is  payable  to  bearer  .  .  .  when  the  only  or 

last  indorsement  is  in  blank. 
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What  happens  when  an  instrument  originally  payable 
to  bearer  is  indorsed  specially?  Does  it  cease  to  be  pay¬ 
able  to  bearer,  or  may  it  be  transferred  by  delivery?  The 
answer  is  that: 

An  instrument  which  is  originally  payable  to  bearer 
always  remains  a  bearer  instrument. 

The  indorsers,  however,  are  liable  as  indorsers  the  same 
as  in  other  cases,  except  that  their  liability  extends  no 
further  than  to  the  persons  to  whom  they  specifically 
indorse.  For  example,  if  Jones  is  the  holder  of  a  note 
payable  to  bearer,  and  transfers  it  to  Smith  by  a  special 
indorsement  thus,  “Pay  to  Smith,  (signed)  Jones,”  and 
Smith  transfers  the  note  by  delivery  without  indorse¬ 
ment  to  Johnson,  Johnson  becomes  the  owner  of  the  note. 
But  he  acquires  no  rights  against  Jones.  If,  however, 
Smith  had  indorsed  to  Johnson,  Johnson  might  have 
looked  for  payment  not  only  to  the  maker,  but  also  to 
the  indorsers,  Jones  and  Smith. 

Restrictive  Indorsements.  Under  the  term  “restrictive” 
are  grouped  several  kinds  of  indorsements  of  essentially 
different  purposes  and  effects.  Section  36  of  the  N.I.L. 
says  that — 

An  indorsement  is  restrictive  which,  either: 

(1)  Prohibits  the  further  negotiation  of  the  instrument;  or 

(2)  Constitutes  the  indorsee  the  agent  of  the  indorser;  or 

(3)  Vests  the  title  in  the  indorsee  in  trust  for  or  to  the  use  of 
some  other  person. 

But  the  mere  absence  of  words  implying  power  to  negotiate  does 
not  make  an  indorsement  restrictive. 

“Pay  to  John  Doe  only”  is  an  example  of  a  restrictive 
indorsement  of  the  first  kind  above  mentioned.  But  “Pay 
to  John  Doe,”  is  not  restrictive;  it  has  exactly  the  same 
effect  as  “Pay  to  John  Doe  or  order.” 

An  instrument  negotiable  in  its  origin  continues  to  be  negotiable 
until  it  has  been  restrictively  indorsed  or  discharged  by  payment  or 
otherwise.  (N.I.L.  Sec.  47.) 

“Pay  to  the  Merchants  National  Bank  for  collection 
for  my  account  (signed)  Howard  Pratt’  is  a  restrictive 
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indorsement  of  the  second  kind  above  specified.  Such  an 
indorsement  vests  the  instrument  in  the  indorsee  as  agent 
or  trustee  for  the  indorser.  But,  more  important  still,  it 
notifies  anyone  dealing  with  the  indorsee  that  the  in¬ 
dorser  still  has  rights  in  the  instrument.  Therefore  if  the 
indorsee  transfers  it,  the  indorser  may  reclaim  it  or  its 
money  proceeds  from  any  transferee  into  whose  hands  it 
may  come.  Thus,  if  the  Merchants  National  Bank,  in 
this  case,  in  order  to  facilitate  collection,  employed  the 
Austin  National  Bank  and  indorsed  the  paper  to  it,  the 
Austin  bank  would  hold  the  instrument  for  Pratt’s  bene¬ 
fit  just  as  the  Merchants  National  Bank  had;  and,  altho 
authorized  to  collect  the  money  due,  would  hold  it,  wThen 
collected,  for  Pratt  and  not  for  the  Merchants  National 
Bank. 

“Pay  to  the  order  of  Mrs.  Mary  Hook,  35  King  St.,  for 
the  benefit  of  her  son  Charlie  (signed)  J.  P.  Haskins”  is 
an  example  of  the  third  kind  of  restrictive  indorsement. 

Neither  this  nor  the  second  kind  of  restrictive  indorse¬ 
ment  prevents  further  negotiation.  But  the  purchaser  of 
an  instrument  indorsed  in  this  third  way  is  bound  to 
ascertain  at  his  peril  whether  the  trust  is  being  carried 
out.  If,  in  fact,  the  transfer  is  a  breach  of  the  trust,  the 
beneficiary  could  reclaim  the  instrument  or  its  proceeds 
from  the  transferee. 

Qualified  Indorsements.  The  effect  of  a  special  or  a 
blank  indorsement  is  not  only  to  transfer  the  instrument 
to  the  indorsee,  but  also  to  put  the  indorser  under  a  con¬ 
ditional  obligation  to  pay  the  instrument  if  the  maker 
or  drawer  does  not  pay  it.  To  avoid  this  obligation,  the 
indorsement  may  be  made  “without  recourse.”  It  is  then 
a  qualified  indorsement.  Section  38  of  the  N.I.L.  says: 

A  qualified  indorsement  constitutes  the  indorser  a  mere  assignor 
of  the  title  to  the  instrument.  It  may  be  made  by  adding  to  the  in¬ 
dorser’s  signature  the  words  “without  recourse”  or  any  words  of 
similar  import.  Such  an  indorsement  does  not  impair  the  negotiable 
character  of  the  instrument. 
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The  words  “without  recourse”  may  either  precede  or 
follow  the  signature. 

Conditional  Indorsements.  Section  39  of  the  N.I.L. 
states  the  law  in  regard  to  conditional  indorsements,  as 
it  now  stands,  thus: 

Where  an  indorsement  is  conditional,  a  party  required  to  pay  the 
instrument  may  disregard  the  condition,  and  make  payment  to  the 
indorsee  or  his  transferee,  whether  the  condition  has  been  fulfilled  or 
not.  But  any  person  to  whom  an  instrument  so  indorsed  is  negoti¬ 
ated,  will  hold  the  same,  or  the  proceeds  thereof,  subject  to  the  rights 
of  the  person  indorsing  conditionally. 

Delivery  without  Indorsement.  If  the  instrument  is 
payable  to  bearer,  delivery  alone,  without  indorsement, 
passes  title;  but  if  it  is  payable  to  order,  title  does  not 
pass  without  indorsement..  If,  however,  the  delivery 
without  indorsement  was  made  with  intention  to  transfer 
the  instrument,  by  way  of  gift  or  sale,  the  transferee  may 
collect  the  instrument;  his  rights  are  shnilar  to  those  of 
an  assignee. 

A  transferee  who  has  paid  value  for  the  instrument 
is  entitled  to  have  the  indorsement  of  the  transferor. 

Such  an  indorsement,  when  made,  transfers  the  instru¬ 
ment  at  the  time  it  is  made  and  subjects  the  transferor 
to  the  ordinary  liability  of  an  indorser. 

Let  us  next  consider  the  legal  rights  of  “holders  in  due 
course”  under  varying  conditions. 
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Holders  in  Due  Course 

WE  HAVE  previously  noted  certain  cases  where 
the  legal  holder  of  a  valid  negotiable  instrument 
cannot  enforce  the  instrument.  They  are  cases 
in  which  the  means  by  which  the  holder  acquired  the 
instrument  were  such  that  it  would  be  the  grossest  in¬ 
justice  to  allow  him  to  enforce  it.  Examples  of  such 
cases  are: 

1.  Where  a  thief  steals  a  note  payable  to  bearer,  and  by  mere 
acquisition  becomes  the  owner  thereof. 

2.  Where  the  payee  named  in  the  note  obtains  the  instrument 
by  force  from  the  maker. 

3.  Where  the  payee  by  false  statements  induces  the  maker  to 
deliver  the  note  to  him  in  exchange  for  worthless  property. 

4.  Where  the  payee  by  threats  of  force,  or  duress,  secures  the 
instrument  from  the  maker. 

V  e  have  also  seen  that  an  innocent  purchaser  for  value 
in  such  cases  is  allowed  to  recover  on  the  instrument. 
This  doctrine  may  be  stated  as  follows: 

One  who  has  acquired  the  ownership  of  a  negotiable 
instrument  in  good  faith  and  for  value,  is  entitled  to 
exercise  all  the  rights  incident  to  ownership,  and  may 
enforce  the  instrument,  notwithstanding  the  defenses 
which  the  parties  liable  on  the  instrument  may  have 
had  against  the  person  from  whom  he  purchased  it. 

One  entitled  to  the  benefits  of  this  doctrine  was  called, 
before  the  N.I.L.  was  adopted,  a  “bona  fide  purchaser 
foi  value  without  notice.”  The  N.I.L.  terms  him  a 
“holder  in  due  course”  of  business.  To  be  a  “holder  in 
due  course,”  the  holder  must  have— 

1.  Acquired  an  existing  instrument, 

2.  In  good  faith  and  without  notice  of  any  defenses  thereto, 
and 

3.  For  value  paid  by  him  therefor. 
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Real  Defenses.  We  have  previously  considered  what,  in 
general,  is  necessary  to  the  existence  of  a  negotiable  in¬ 
strument  as  a  binding  obligation.  But  we  should  also 
know  that  even  tho  the  instrument  is  intentionally  made 
and  delivered  and  has  all  the  apparent  characteristics  of 
a  binding  obligation,  it  may  be  void  because  it  was  given 
in  violation  of  some  statute.  If  so,  the  purchaser  acquires 
nothing. 

We  remember,  for  example,  that  statutes  frequently 
declare  gambling  debts  to  be  void.  Where  such  a  statute 
prevails,  a  note  given  for  a  gambling  debt  cannot  be  en¬ 
forced  no  matter  wTho  holds  it.  Negotiable  instruments 
made  by  infants  and  insane  persons  are  other  examples. 
One  who  purchases  a  note  made  by  an  infant  or  an  insane 
person  purchases  a  voidable  instrument,  and  neither  the 
completeness  of  his  innocence  nor  the  amount  of  value 
paid  can  give  him  anything  more  than  an  instrument 
against  which  the  maker  may  plead  infancy  or  insanity. 

Such  defenses,  which  may  be  used  against  a  holder  in 
due  course,  are  called  real  defenses.  They  may  be  classi¬ 
fied  as  follows: 

1.  Incapacity  of  the  defendant  to  make  a  binding  contract, 
such  as  infancy,  insanity,  and  extreme  intoxication. 

2.  Illegality  of  the  transactions,  such  as  notes  given  for 
gambling  debts  and  for  usury  (where  these  are  prohibited 
by  statute)  and  for  debts  so  contracted  as  to  be  declared 
void. 

3.  Extinguishment  of  the  instrument,  as  by  cancellation  or 
material  alteration. 

Personal  Defenses.  Personal  defenses  are  those  which 
the  maker,  drawer,  or  acceptor  has  against  some  particu¬ 
lar  holder.  They  generally  arise  out  of  the  circumstances 
of  the  transaction  in  which  the  instrument  was  given, 
which  circumstances  render  it  inequitable  to  compel  pay¬ 
ment  to  the  particular  holder. 

These  defenses  are  not  available  against  holders  in  due 
course.  Sections  55  and  57  of  the  N.I.L.  enumerate  them 
and  state  the  position  of  purchasers  for  value,  as  follows: 
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Section  55:  The  title  of  a  person  who  negotiates  an  instrument 
is  defective  within  the  meaning  of  this  act  when  he  obtained  the  in¬ 
strument,  or  any  signature  thereto,  by  fraud,  duress,  or  force  and 
fear,  or  other  unlawful  means,  or  for  an  illegal  consideration,  or  when 
he  negotiates  it  in  breach  of  faith,  or  under  such  circumstances  as 
amount  to  a  fraud. 

Section  57 :  A  holder  in  due  course  holds  the  instrument  free  from 
any  defect  of  title  of  prior  parties,  and  free  from  defenses  available 
to  prior  parties  among  themselves,  and  may  enforce  payment  of 
the  instrument  for  the  full  amount  thereof  against  all  parties  liable 
thereon. 

Good  Faith  and  Notice.  A  purchaser  is  not  protected 
from  personal  defenses  unless  he  purchases  in  good  faith 
and  without  notice  of  defenses.  The  notice  which  will  pre¬ 
vent  him  from  being  a  holder  in  due  course  may  be  either 
actual  or  constructive.  Actual  notice  is  necessary  to  pre¬ 
vent  the  purchaser  from  being  a  holder  in  due  course  in 
practically  every  case  and  it  is  immaterial  that  lack  of 
knowledge  wTas  due  to  carelessness  or  even  gross  negli¬ 
gence.  Section  56  of  the  N.I.L.  states  the  law  thus: 

To  constitute  notice  of  an  infirmity  in  the  instrument  or  defect 
in  the  title  of  the  person  negotiating  the  same,  the  person  to  whom 
it  is  negotiated  must  have  had  actual  knowledge  of  the  infirmity  or 
defect,  or  knowledge  of  such  facts  that  his  action  in  taking  the  in¬ 
strument  amounted  to  bad  faith. 

Where  a  purchaser  receives  notice  of  defenses  to  a 
negotiable  instrument  before  paying  for  it,  he  will 
not  be  protected  if  he  pays  afterwards. 

The  law  will  not  protect  the  purchaser  from  his  owTn 
folly  or  assist  him  in  a  fraud  upon  the  maker.  The  same 
reasoning  applies  where  a  purchaser  has  paid  part  but 
not  all  of  the  agreed  price  before  he  receives  notice.  Such 
a  purchaser  is  a  holder-for-value  only  to  the  amount 
actually  paid  before  notice. 

The  rule  stated  in  Section  56  of  the  N.I.L.,  quoted 
above,  is  a  general  one.  It  is  limited  by  the  doctrine 
that: 

The  purchaser  of  a  bill  or  note  is  charged  with  knowl¬ 
edge  of  everything  appearing  on  the  instrument  itself. 

He  is  treated  as  if  he  knew  every  fact  and  the  legal 
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consequences  of  every  fact  which  the  paper  itself  dis¬ 
closes. 

This  is  the  doctrine  of  constructive  notice. 

Applying  the  Doctrine  of  Constructive  Notice.  The  most 
important  application  of  the  doctrine  of  constructive 
notice  is  to  instruments  transferred  after  maturity;  that 
is,  after  they  are  due.  A  bill  or  note  does  not  lose  its 
quality  of  negotiability  at  maturity,  but  the  fact  that  it 
has  not  been  paid  when  due  is  enough  to  put  all  pur¬ 
chasers  on  inquiry  as  to  its  validity.  Since  whether  the 
instrument  is  due  or  not  appears  upon  its  face,  a  pur¬ 
chaser  after  maturity,  under  this  rule,  always  takes  the 
instrument  subject  to  all  defenses  which  the  maker  or 
acceptor  has  against  his  transferor. 

Another  application  of  the  doctrine  of  constructive 
notice  is  found  where  one  takes  a  negotiable  instrument, 
signed  by  one  of  the  members  of  a  partnership  in  the 
firm  name,  in  payment  of  a  personal  debt  of  the  partner 
who  executed  it.  The  creditor  must  know  from  the  face 
of  the  paper  that  it  was  signed  by  his  debtor  as  agent 
for  the  other  partners,  and  in  consequence,  he  is  charged 
with  notice  of  absence  of  authority,  if  such  be  the  case; 
for,  in  the  ordinary  course  of  business,  a  partner  does  not 
have  authority  to  bind  the  other  partners  for  his  personal 
debts.  Likewise,  if  an  officer  of  a  corporation  draws  a 
check  against  the  corporation’s  bank  account  in  the  name 
of  the  corporation  and  delivers  it  in  payment  of  a  per¬ 
sonal  debt,  the  creditor  who  receives  it  cannot  be  a  holder 
in  due  course,  because  he  is  charged  with  constructive 
notice  of  the  officer’s  breach  of  trust  in  using  corporate 
funds  to  pay  his  own  personal  debts. 

In  such  cases,  the  instrument  would  show  no  irregu¬ 
larity  on  its  face.  It  would  not  give  constructive  notice 
to  a  person  who  did  not  know  that  it  was  given  to  pay  a 
personal  debt.  Hence  a  purchaser-in-good-faith  of  such 
an  instrument  from  the  creditor  to  whom  it  was  deliv¬ 
ered,  would  be  a  holder  in  due  course. 
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Value  Must  Be  Paid.  To  be  a  holder  in  due  course,  the 
transferee  must  pay  value  for  the  instrument.  In  other 
words,  there  must  be  consideration.  What  constitutes 
value  or  consideration  was  covered  in  a  previous  manual. 
The  question  of  how  much  value  constitutes  legal  con¬ 
sideration  is  generally  immaterial  except  as  it  may  be  an 
evidence  of  fraud.  In  the  absence  of  fraud,  all  that  is 
material  is  that  some  value  was  given. 

Section  27  of  the  N.I.L.  says: 

Where  the  holder  has  a  lien  on  the  instrument,  arising  either  from 
contract  or  by  implication  of  law,  he  is  deemed  a  holder  for  value 
to  the  extent  of  his  lien. 

Purchaser  from  Holder  in  Due  Course.  The  holder  of  a 
bill  or  note  who  has  purchased  it  in  good  faith  and  for 
value  ought  to  be  permitted  to  exercise  all  the  rights  of 
ownership.  There  is  no  reason  why  he  should  be  confined 
to  collecting  the  instrument  from  the  maker.  He  ought 
to  be  able  to  negotiate  it  to  whomsoever  he  pleases  and 
the  law  so  provides. 

One  who  acquires  an  instrument  from  a  holder  in  due 
course  can  enforce  it  against  the  maker  tho  he  re¬ 
ceived  the  instrument  after  maturity,  paid  no  value 
for  it,  and  had  notice  of  the  maker’s  defense. 

There  is,  however,  one  exception  to  this  rule.  If  the 
instrument  gets  back  into  the  hands  of  one  who  was 
guilty  of  fraud  in  connection  with  it,  the  maker  can  set 
up  his  defense  notwithstanding  the  fact  that  the  instru¬ 
ment  had  passed  thru  the  hands  of  a  holder  in  due  course. 
The  rule  is  thus  stated  in  Section  58  of  the  N.I.L. : 

In  the  hands  of  any  holder  other  than  a  holder  in  due  course  a 
negotiable  instrument  is  subject  to  the  same  defenses  as  if  it  were 
non-negotiable.  But  a  holder  who  derives  his  title  thru  a  holder  in 
due  course  and  who  is  not  himself  a  party  to  anv  fraud  or  illegality 
affecting  the  instrument,  has  all  the  rights  of  such  former  holder  in 
respect  of  all  parties  prior  to  the  latter. 

,  ^et  us  nexf  briefly  consider  the  obligations  and  liabil¬ 
ity  of  the  parties  to,  and  the  transferors  of,  negotiable 
instruments 
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Part  V 


Obligations  of  Parties  and  Transferors 


NOT  all  the  obligations  connected  with  a  negotiable 
instrument  are  stated  in  full  on  its  face.  There 
are  certain  contracts,  warranties,  and  admissions 
which  are  understood  or  implied  from  the  acts  of  the 
parties  in  issuing  and  in  transferring  such  instruments; 
and  these  must  be  taken  into  account  in  determining  the 
real  value  of  the  instruments  or  the  liability  of  any  par¬ 
ticular  party  to  them. 


The  Contracts  of  the  Parties.  Makers  of  notes  and  ac¬ 
ceptors  of  bills  are  primarily  liable.  Their  obligation  is 
to  pay  the  instrument.  They  are  bound  absolutely  and 
unconditionally.  No  presentment  nor  notice  is  necessary 
to  render  them  liable.  It  is  their  duty  to  seek  out  the 
holder  and  pay  him.  Even  where  the  instrument  is 
made  payable  only  at  one  particular  place,  as  at  a  cer¬ 
tain  bank,  they  cannot  relieve  themselves  of  this  duty 
by  having  money  at  the  bank  to  make  payment  at  the 
proper  time.  The  holder  may  sue  if  payment  is  not  made 
on  the  date  of  maturity  even  tho  the  maker  or  acceptor 
did  not  know  who  held  the  instrument  or  where  he  could 
be  found.  However — 

If  the  maker  or  acceptor  was  able  and  willing  to  pay 
at  the  appointed  time  and  place,  this  would  be 
treated  as  a  tender  and  would  prevent  the  holder 
from  recovering  costs  of  the  suit  for  collection  and 
would  stop  the  running  of  interest. 

If  by  its  terms  a  bill  or  a  note  is  payable  on  demand, 
the  holder  can  sue  without  demand.  Even  in  such  a  case, 
it  is  the  duty  of  the  maker  or  acceptor  to  seek  out  the 
holder  and  pay  without  demand. 
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Contract  of  Drawer  and  Indorsers.  The  N.I.L.,  in  Sec¬ 
tions  61  and  66,  describes  the  contracts  of  the  drawer  of 
a  bill  and  the  indorser  of  either  a  bill  or  note  as  follows: 

The  drawer  by  drawing  the  instrument  .  .  .  engages  that  on 
due  presentment  the  instrument  will  be  accepted  or  paid,  or  both, 
according  to  its  tenor,  and  that  if  it  be  dishonored  and  the  neces¬ 
sary  proceedings  on  dishonor  be  duly  taken,  he  will  pay  the  amount 
thereof  to  the  holder,  or  to  any  subsequent  indorser  who  may  be 
compelled  to  pay  it.  But  the  drawer  may  insert  in  the  instrument 
an  express  stipulation  negativing  or  limiting  his  own  liability  to  the 
holder. 

Every  indorser  who  indorses  without  qualification  ...  en¬ 
gages  that  on  due  presentment,  it  shall  be  accepted  or  paid  or  both, 
as  the  case  may  be,  according  to  its  tenor,  and  that  if  it  be  dis¬ 
honored,  and  the  necessary  proceedings  on  dishonor  be  duly  taken, 
he  will  pay  the  amount  thereof  to  the  holder  or  to  any  subsequent 
indorser  who  may  be  compelled  to  pay  it. 

Presentment  and  the  necessary  proceedings  upon  dis¬ 
honor  will  be  considered  later.  Here  let  us  remember 
that  the  liability  of  the  drawer  of  a  bill  and  of  the  indors¬ 
ers  of  notes  or  bills  is  conditional,  as  just  indicated.  They 
are  said  to  be  secondarily  liable.  The  liability  of  the 
maker  of  a  note  or  the  acceptor  of  a  bill  is  not  conditional. 
They  are  said  to  be  primarily  liable. 

Order  of  Liability  of  Parties.  In  establishing  the  normal 
liability  of  the  various  parties  to  a  negotiable  instrument, 
consider  the  followdng  case: 

A  draws  a  bill  of  exchange  on  X  payable  to  B,  and 
delivers  it  to  B.  By  drawing  and  delivering  the  instru¬ 
ment,  A  assumes  an  obligation  to  B;  or  if  B  transfers  it, 
A  is  obligated  to  the  person  who  happens  to  be  the  holder, 
to  pay  the  bill  if  X,  the  drawee,  refuses  to  accept  and  pay 
it  when  due.  Thus  far  A  is  the  only  party  bound  on  it. 

B  secures  X’s  acceptance.  Thereupon  X  becomes  pri¬ 
marily  and  unconditionally  bound  to  pay  B;  or,  if  B  has 
transferred  the  bill,  to  pay  the  holder.  Now  there  are 
two  obligations  on  the  instrument  (A’s  and  X’s) 
ning  to  B. 
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B  indorses  the  bill  to  C.  C,  by  the  transfer,  gets  B’s 
rights  against  both  X  and  A  free  of  the  personal  defenses 
which  they  might  have  had  against  B ;  and  C  also  obtains 
the  conditional  obligation  of  B  as  indorser,  who  by  his 
indorsement  promises  to  pay  if  the  acceptor  (X)  does 
not. 

C  indorses  to  D,  and  D  thereupon  succeeds  to  the  rights 
of  C  against  X,  A,  and  B ;  and  D  also  obtains  the  condi¬ 
tional  liability  of  C  as  indorser. 

At  maturity  it  is  the  duty  of  the  acceptor  (X),  who 
is  the  person  primarily  liable,  to  pay  D  forthwith.  If  he 
does  pay,  not  only  his  own  but  every  other  obligation  on 
the  instrument  is  discharged.  The  liability  of  A,  B,  and 
C  was  only  a  conditional  one,  to  pay  if  X  did  not.  If  X 
does  not  fulfill  his  obligation,  then,  upon  presentment  and 
after  the  necessary  proceedings  upon  dishonor,  the  lia¬ 
bility  of  each  of  the  other  parties  becomes  absolute,  and 
each  is  bound  to  pay  D  the  amount  of  the  bill  forthwith. 

D  may  collect  from  any  one  of  the  three  he  chooses, 
but  of  course  is  not  entitled  to  receive  the  amount  of  the 
bill  from  more  than  one  of  the  parties.  He  will  usually 
collect  from  the  one  from  whom  it  is  easiest  to  collect. 
If  he  collects  from  C  and  delivers  the  instrument  to  C, 
C  becomes  the  holder.  C  may  then,  at  his  option,  look 
either  to  X  or  to  A  or  to  B  for  payment.  If  he  secures 
payment  from  X,  the  instrument  is  discharged  just  as  it 
would  have  been  had  the  acceptor  paid  the  holder,  D,  in 
the  first  instance.  If  he  looks  to  B  and  recovers,  B  may 
in  turn  recover  from  X  or  A.  If  the  acceptor  (X)  pays 
B,  the  instrument  is  discharged  and  with  it  the  liability 
of  A.  But  if  B  collects  from  A,  who  was  the  drawer,  A 
has  no  one  from  whom  to  seek  reimbursement  except  X, 
the  acceptor.  If  D  had  in  the  first  place  collected  from 
A,  then  also  A  would  have  had  to  collect  from  X.  B  and 
C  would  no  longer  have  been  liable. 

As  between  themselves,  the  drawer  and  indorsers 
are  liable  in  the  order  in  which  they  became  parties 
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to  the  instrument.  That  is  to  say,  if  an  indorser  is 
compelled  to  pay,  he  may  seek  reimbursement  from 
the  drawer  or  from  those  indorsers  who  indorsed  be¬ 
fore  him  (called  prior  indorsers);  but  he  cannot  re¬ 
cover  from  those  who  indorsed  after  him  (subse¬ 
quent  indorsers). 

It  is  the  order  of  time  at  which  they  become  parties  to 
the  instrument  that  controls  and  not  the  position  of  their 
names  on  the  paper.  But  the  holder  can  recover  from  the 
drawer  or  from  any  indorser  without  regard  to  their  order 
in  time  or  position  on  the  instrument. 

Mercantile  usage  permits  a  person  who  is  neither  payee 
nor  holder,  to  assume  liability  by  indorsing  his  name  upon 
the  instrument.  Such  a  person  is  called  an  aval.  His  lia¬ 
bility  is  that  of  an  indorser.  This  is  true  even  where  he 
places  his  name  upon  the  instrument  before  delivery. 

What  we  have  been  saying  here  about  the  liability  of 
indorsers  has,  of  course,  no  application  to  those  who 
indorse  “without  recourse.”  They  refuse  the  contract 
obligation  of  indorsers.  Instruments  payable  to  bearer 
do  not  need  to  be  indorsed.  Nevertheless — 

TV  here  a  person  places  his  indorsement  on  an  instrument  nego¬ 
tiable  by  delivery,  he  incurs  all  the  liabilities  of  an  indorser.  (N.LL. 
Section  67.) 

Admissions  of  Maker,  Drawer,  and  Acceptor.  Sections 
60,  61,  and  62  of  the  N.I.L.  say: 

The  maker  of  a  negotiable  instrument,  by  making  it,  admits  the 
existence  of  the  payee  and  his  then  capacity  to  indorse. 

The  drawer,  by  drawing  the  instrument,  admits  the  existence  of 
the  payee  and  his  then  capacity  to  indorse. 

The  acceptor,  by  accepting  the  instrument,  admits  (1)  the  ex¬ 
istence  of  the  drawer,  the  genuineness  of  his  signature,  and  his  ca¬ 
pacity  and  authority  to  draw  the  instrument;  and  (2)  the  existence 
oi  the  payee  and  his  then  capacity  to  indorse. 

Those  things  admitted  cannot  be  denied  or  set  up  as 
a  defense  by  the  party  making  the  admission.  Observe 
that  altho  the  acceptor  admits  the  genuineness  of  the 
drawer’s  signature,  he  does  not  admit  the  genuineness  of 
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the  body  of  the  bill.  It  follows,  therefore,  that  if  the 
signature  of  the  drawer  was  forged,  the  acceptor  would 
have  to  pay;  but  even  tho  the  signature  was  genuine,  if 
the  amount  had  been  raised  before  acceptance,  he  would 
not  have  to  pay. 

Warranties  of  Transferor.  The  transfer  of  a  negotiable 
instrument  for  a  consideration  is  a  sale,  and  the  trans¬ 
feror  is  therefore  subjected  as  seller  to  certain  liabilities 
to  his  transferee,  similar  to  the  liabilities  imposed  on  the 
seller  of  any  personal  property.  These  liabilities  are  not 
the  result  of  indorsement;  but  they  arise  quite  independ¬ 
ently  because  the  transfer  is  a  sale.  Consequently,  they 
are  the  same  in  the  case  of  a  transfer  of  a  bearer  instru¬ 
ment  by  delivery  as  in  the  case  of  a  transfer  by  a  qualified 
indorsement  by  which  the  holder  of  an  instrument  pay¬ 
able  to  order  indorses  it  without  assuming  the  contract 
obligation  to  pay  if  the  maker  or  acceptor  does  not. 

The  N.I.L.  states  these  warranties  of  the  seller  of  a  bill 
or  note  as  follows: 

Section  65:  Every  person  negotiating  an  instrument  by  delivery 
or  by  a  qualified  indorsement,  warrants: 

(1)  That  the  instrument  is  genuine  and  in  all  respects  what  it 
purports  to  be; 

(2)  That  he  has  good  title  to  it; 

(3)  That  all  prior  parties  had  capacity  to  contract; 

(4)  That  he  has  no  knowledge  of  any  fact  which  would  impair 
the  validity  of  the  instrument  or  render  it  valueless. 

But  when  the  negotiation  is  by  delivery  only,  the  warranty  ex¬ 
tends  in  favor  of  no  holder  other  than  the  immediate  transferee. 

The  provisions  of  subdivision  three  of  this  section  do  not  apply 
to  persons  negotiating  public  or  corporation  securities,  other  than 
bills  and  notes. 

Section  66:  Every  indorser  who  indorses  without  qualification 
warrants  to  all  subsequent  holders  in  due  course: 

(1)  The  matters  and  things  mentioned  in  subdivisions  one,  two, 
and  three  of  the  next  preceding  section,  and 

(2)  That  the  instrument  is  at  the  time  of  his  indorsement  valid 
and  subsisting. 


NEGOTIABLE  INSTRUMENTS 
Part  VI 


Presentment  and  Proceedings  upon  Dishonor 

HE  liability  of  drawer  and  indorsers  is  conditional. 


To  render  this  liability  absolute  and  unconditional 


there  must  be  presentment  and  the  necessary 
steps  as  required  by  law  upon  dishonor  must  be  taken. 
Dishonor  consists  of  the  refusal  of  the  drawee  to  ac¬ 
cept  a  bill  of  exchange  or  the  failure  or  refusal  to 
pay  on  the  part  of  the  person  primarily  liable  to  pay 
the  instrument,  whether  it  be  a  bill,  note,  or  check. 

The  first  step  in  fixing  the  liability  of  the  drawer  and 
indorsers  is  presentment  for  payment.  If  an  instrument 
is  paid  when  presented  for  payment  to  the  drawee  of  a 
bill  or  the  maker  of  a  note,  then  of  course  it  is  discharged 
and  no  further  proceedings  are  called  for.  If  payment  is 
refused,  the  second  step  becomes  necessary — giving  notice 
of  dishonor  to  the  drawer  and  indorsers;  or,  if  the  instru¬ 
ment  is  a  foreign  bill  of  exchange,  protesting  and  giving 
notice  of  protest.  Details  of  these  proceedings  are  impor¬ 
tant;  we  shall  cover  them  briefly. 

The  Time  of  Presentment.  The  provisions  of  the  N.I.L. 
as  to  the  time  of  presentment  are  scattered  thru  a  number 
of  sections,  as  follows: 

Section  71:  Where  the  instrument  is  not  payable  on  demand, 
presentment  must  be  made  on  the  day  it  falls  due.  Where  it  is 
payable  on  demand,  presentment  must  be  made  within  a  reasonable 
time  after  its  issue,  except  that  in  the  case  of  a  bill  of  exchange, 
presentment  for  payment  will  be  sufficient  if  made  within  a  reason¬ 
able  time  after  the  last  negotiation  thereof. 

Section  72:  Presentment  for  payment,  to  be  sufficient,  must  be 
made  ...  at  a  reasonable  hour  on  a  business  day. 

Section  75:  Where  the  instrument  is  payable  at  a  bank,  pre¬ 
sentment  for  payment  must  be  made  during  banking  hours,  unless 
the  person  to  make  payment  has  no  funds  there  to  meet  it  at  any 
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time  during  the  day,  in  which  case  presentment  at  any  hour  before 
the  bank  is  closed  on  that  day  is  sufficient. 

Section  81:  Delay  in  making  presentment  for  payment  is  ex¬ 
cused  when  delay  is  caused  by  circumstances  beyond  the  control  of 
the  holder,  and  not  imputable  to  his  default,  misconduct,  or  negli¬ 
gence.  When  the  cause  of  delay  ceases  to  operate,  presentment  must 
be  made  with  reasonable  diligence. 

Section  85:  Every  negotiable  instrument  is  payable  at  the  time 
fixed  therein  without  grace.  When  the  day  of  maturity  falls  upon 
Sunday,  or  a  holiday,  the  instrument  is  payable  on  the  next  suc¬ 
ceeding  business  day.  Instruments  falling  due  (or  becoming  pay¬ 
able)  on  Saturday  are  to  be  presented  for  payment  on  the  next  suc¬ 
ceeding  business  day,  except  that  instruments  payable  on  demand 
may,  at  the  option  of  the  holder,  be  presented  for  payment  before 
twelve  o’clock  noon  on  Saturday  when  that  entire  day  is  not  a  holi¬ 
day. 

Section  86:  Where  the  instrument  is  payable  at  a  fixed  period 
after  date,  after  sight,  or  after  the  happening  of  a  specified  event, 
the  time  of  payment  is  determined  by  excluding  the  day  from  which 
the  time  is  to  begin  to  run,  and  by  including  the  day  of  payment. 

At  common  law  three  days  of  grace  were  allowed  for 
the  payment  of  a  bill  or  note  after  the  time  fixed  in  the 
instrument.  But  days  of  grace  have  been  abolished  by 
the  N.I.L.  in  this  country.  They  are  still  allowed  in  Can¬ 
ada  under  the  Bills  of  Exchange  Act. 

If  an  instrument  is  payable  on  January  10,  the  present¬ 
ment  must  be  made  on  that  day.  An  instrument  dated 
January  1,  payable  ten  days  after  date,  must  be  presented 
for  payment  on  January  11.  An  instrument  dated  Janu¬ 
ary  31,  and  payable  one  month  after  date  must  be  pre¬ 
sented  on  February  28;  or,  if  the  year  is  a  leap  year,  on 
February  29. 

Thus  when  the  time  of  payment  is  fixed  as  so  many 
days  after  date,  you  count  the  actual  days  excluding  the 
day  from  which  the  tune  is  to  run;  if  fixed  as  so  many 
months  after  date,  you  count  the  calendar  months  with¬ 
out  regard  to  the  number  of  days  in  them.  A  note  dated 
January  15th,  payable  six  months  after  date,  is  due  July 
15th. 
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Presentment  of  Instruments  Payable  on  Demand.  The 

ordinary  rule  that  presentment  must  be  made  at  maturity 
cannot  apply  to  an  instrument  payable  on  demand.  The 
N.I.L.  says  that  such  instruments  must  be  presented 
within  a  reasonable  time  after  issue. 

If  the  presentment  is  not  made  within  a  reasonable 
time  after  issue  in  the  case  of  demand  instruments  or 
after  maturity  in  the  case  of  other  instruments,  indorsers 
who  indorsed  before  maturity  are  released.  But  if  a  per¬ 
son  indorses  an  instrument  after  maturity,  or,  in  the  case 
of  a  demand  instrument,  after  the  reasonable  time  for 
presentment  is  passed,  his  liability  as  indorser  may  be 
fixed  by  presentment  and  notice  within  a  reasonable  time 
after  his  indorsement. 

Where  any  instrument  is  indorsed  after  maturity,  it 
is  to  he  treated  as  a  demand  instrument  so  far  as 
such  indorsements  are  concerned. 

Thus  if  A,  B,  and  C  indorse  before  maturity  and  no 
presentment  is  made  at  maturity,  A,  B,  and  C  are  dis¬ 
charged;  but  if  D  indorses  after  maturity,  and  within  a 
reasonable  time  thereafter  presentment  is  made  and  no¬ 
tice  is  given  to  D,  his  liability  is  fixed. 

What  is  a  reasonable  time  is  a  question  of  fact.  It  may 
vary  from  a  day  or  two  in  the  case  of  a  check  to  a  month 
or  two  in  the  case  of  a  bill  or  note.  Section  193  of  the 
N.I.L  provides: 

In  determining  what  is  a  “reasonable  time”  or  an  “unreasonable 
time”  regard  is  to  be  had  to  the  nature  of  the  instrument,  the  usage 
of  trade  or  business  (if  any)  with  respect  to  such  instruments,  and 
the  facts  of  the  particular  case. 

The  presentment  must  be  made  at  a  reasonable  hour. 
If  at  a  business  office,  this  means  customary  business 
hours.  If  at  a  residence,  it  should  be  between  the  usual 
hours  of  rising  and  retiring  in  the  particular  community. 

Place  of  Presentment.  The  place  of  payment  may  be 
designated  either  by  making  the  instrument  “payable  at” 
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a  specified  place,  or  by  the  maker  or  acceptor  adding  an 
address  to  his  signature. 

Where  a  place  of  payment  is  specified,  presentment 
must  be  made  at  that  place.  Thus  an  instrument  made 
payable  at  the  First  National  Bank,  or  at  114  South  Main 
St.,  St.  Louis,  or  at  New  York  City,  must  be  presented 
at  that  place  for  payment.  If  the  place  specified  is  a  city, 
the  presentment  must  be  made  at  the  residence  or  place 
of  business  of  the  maker  or  acceptor  in  that  city.  If  the 
maker  or  acceptor  has  no  residence  or  place  of  business 
in  that  city,  the  only  presentment  required  is  the  presence 
of  the  instrument  in  the  city,  in  the  possession  of  the 
holder  or  his  agent  authorized  to  receive  payment. 

The  most  convenient  mode  of  effecting  the  present¬ 
ment  of  a  bill  or  note  payable  in  a  city  or  town  is  to 
send  it  for  collection  to  a  bank  located  in  that  town. 

The  bank  then  presents  it  at  the  maker’s  or  acceptor’s 
office  or  residence;  or,  if  he  has  neither,  the  presence  of 
the  bill  in  the  bank  is  sufficient. 

A  presentment  not  made  at  the  place  specified  is  of 
no  effect,  even  tho  actually  presented  to  the  maker 
or  acceptor  himself. 

When  No  Place  of  Payment  Is  Specified.  If  no  place  of 
payment  is  specified  in  the  instrument,  presentment  must 
be  made  at  the  place  of  business  or  the  residence  of  the 
maker  or  acceptor.  The  holder  may  choose  either,  and  is 
not  bound  to  present  at  both  even  if  no  one  is  found  at 
the  place  chosen.  If  the  maker  or  acceptor  has  either  an 
office  or  a  home,  a  presentment  to  him  elsewhere — for 
example,  on  the  street  or  in  the  office  of  another — is  insuf¬ 
ficient.  But  where  the  maker  or  acceptor  has  no  resi¬ 
dence  or  place  of  business,  the  presentment  may  be  made 
wherever  he  may  be  found,  or  presentment  may  be  made 
at  his  last-known  place  of  business  or  residence.  If  none 
of  these  can  be  ascertained  after  a  reasonable  effort,  the 
drawer  and  indorsers  are  bound  without  presentment. 
The  N.I.L.  provides  that  presentment  is  dispensed  with 
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where,  after  the  exercise  of  reasonable  diligence,  present¬ 
ment  as  required  by  the  Act  cannot  be  made. 

Who  May  Present?  If  the  instrument  is  payable  to 
bearer,  any  person  in  possession  of  it  is  a  proper  person 
to  make  presentment.  But  when  the  instrument  is  in¬ 
dorsed  specially,  the  indorsee  (one  to  whom  the  instru¬ 
ment  is  specially  indorsed)  must  either  present  it  himself 
or  employ  an  agent  to  present  it  for  him.  If  he  employs 
an  agent,  it  is  not  necessary  to  indorse  the  instrument  to 
the  agent.  A  simple  delivery  with  authority  to  collect 
constitutes  the  agent  a  proper  person  to  make  a  present¬ 
ment. 

Presentment  for  Acceptance  of  Bills.  The  general  rules 
relating  to  presentment  for  payment  apply  also  to  pre¬ 
sentment  for  acceptance  of  a  bill.  Section  143  of  the 
N.I.L.  enumerates  the  cases  in  which  presentment  for 
acceptance  is  necessary,  as  follows: 

(1)  Where  the  bill  is  payable  after  sight,  or  in  any  other  case 
where  presentment  for  acceptance  is  necessary  in  order  to  fix  the 
maturity  of  the  instrument;  or 

(2)  Where  the  bill  expressly  stipulates  that  it  shall  be  presented 
for  acceptance;  or 

(3)  Where  the  bill  is  drawn  payable  elsewhere  than  at  the  resi¬ 
dence  or  place  of  business  of  the  drawee. 

In  no  other  case  is  presentment  for  acceptance  necessary  in  order 
to  render  any  party  to  the  bill  liable. 

If,  upon  presentment,  the  drawee  refuses  to  accept  it, 
the  bill  is  dishonored  and  the  holder  is  entitled  to 
immediate  payment  from  the  drawer  or  indorsers, 
altho  the  bill  may  not  be  due  for  months  or  years. 

But  the  obligation  of  the  drawer  and  indorsers  is  con¬ 
ditional  upon  due  notice  of  dishonor,  which  must  be  given 
in  accordance  with  the  rules  governing  notice  of  dishonor 
by  nonpayment. 

Notice  of  Dishonor.  After  presentment  for  payment  to 
the  acceptor  or  maker,  or  presentment  for  acceptance  to 
the  drawee,  the  next  step  in  fixing  the  liability  of  the 
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drawer  and  indorsers  is  notice  to  them  that  the  instru¬ 
ment  has  been  dishonored.  Such  a  notice  is  called  a 
notice  of  dishonor. 

Notice  of  dishonor  may  be  sent  thru  the  mail  or  deliv¬ 
ered  personally;  and  it  may  be  either  oral  or  written. 
This  notice  should — 

1.  Identify  the  dishonored  instrument. 

2.  Indicate  that  it  has  been  dishonored  by  nonacceptance  or 
by  nonpayment,  as  the  case  may  be. 

To  indicate  dishonor,  the  notice  should  show  that  pre¬ 
sentment  for  payment  or  acceptance  was  made  and  that 
the  instrument  was  not  paid;  or  if  presentment  was  for 
the  acceptance  of  the  drawee,  that  acceptance  was  refused. 
A  statement  that  the  instrument  is  due  and  unpaid  is  not 
enough.  There  may  have  been  no  presentment.  A  state¬ 
ment  that  the  instrument  has  been  dishonored  would 
probably  be  sufficient  because  this  implies  that  the  proper 
steps  to  dishonor  the  instrument  have  been  taken. 

The  proper  person  to  give  notice  of  dishonor  in  the  first 
instance  is  the  holder.  But  any  indorser  to  whom  notice 
is  given  by  the  holder  may  serve  notice  on  prior  indorsers. 
Whoever  has  the  right  to  give  notice  may  employ  an 
agent  to  give  the  notice  for  him.  Section  90  of  the  N.I.L. 
states  the  law  thus: 

The  notice  may  be  given  by  or  on  behalf  of  the  holder,  or  by  or 
on  behalf  of  any  party  to  the  instrument  who  might  be  compelled 
to  pay  it  to  the  holder,  and  who  upon  taking  it  up  would  have  a 
right  to  reimbursement  from  the  party  to  whom  the  notice  is  given. 

In  other  words,  any  party  except  one  primarily  liable, 
whose  liability  is  fixed,  may  give  notice  of  dishonor  to 
prior  parties. 

The  effect  of  giving  notice  is  to  render  absolute  the 
conditional  liability  of  the  person  to  whom  notice  is 
given.  And  when  liability  is  thus  fixed,  it  is  fixed  for  all 
parties  who  might  have  a  right  to  look  to  him  for  reim¬ 
bursement.  Section  93  of  the  N.I.L.  says: 

Where  notice  is  given  by  or  on  behalf  of  a  party  entitled  to  give 
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notice,  it  inures  to  the  benefit  of  the  holder  and  all  parties  subse¬ 
quent  to  the  party  to  whom  notice  is  given. 

Notice  of  dishonor  must  be  given  as  soon  as  the  instru¬ 
ment  is  dishonored.  The  time  within  which  notice  must 
be  given  is  determined  by  definite  rules  which  are  stated 
in  Section  103  of  the  N.I.L.,  as  follows: 

Where  the  person  giving  and  the  person  to  receive  the  notice  re¬ 
side  in  the  same  place,  notice  must  be  given  within  the  following 
times : 

(1)  If  given  at  the  place  of  business  of  the  person  to  receive 
notice,  it  must  be  given  before  the  close  of  business  hours  on  the  day 
following. 

(2)  If  given  at  his  residence,  it  must  be  given  before  the  usual 
hours  of  rest  on  the  day  following. 

(3)  If  sent  by  mail,  it  must  be  deposited  in  the  post  office  in  time 
to  reach  him  in  usual  course  on  the  day  following. 

Section  104  says: 

Where  the  person  giving  and  the  person  to  receive  notice  reside  in 
different  places,  the  notice  must  be  given  within  the  following  times: 

(1)  If  sent  by  mail,  it  must  be  deposited  in  the  post  office  in  time 
to  go  by  mail  the  day  following  the  day  of  dishonor,  or  if  there  be 
no  mail  on  that  day,  by  the  next  mail  thereafter. 

(2)  If  given  otherwise  than  thru  the  post  office,  then  within  the 
time  that  notice  would  have  been  received  in  due  course  of  mail,  if 
it  had  been  deposited  in  the  post  office  within  the  time  specified  in 
the  last  subdivision. 

Section  94:  Where  the  instrument  has  been  dishonored  in  the 
hands  of  an  agent,  he  may  either  himself  give  notice  to  the  parties 
liable  thereon,  or  he  may  give  notice  to  his  principal.  If  he  gives 
notice  to  his  principal,  he  must  do  so  within  the  same  time  as  if  he 
were  the  holder,  and  the  principal  upon  the  receipt  of  such  notice 
has  himself  the  same  time  for  giving  notice  as  if  the  agent  had  been 
an  independent  holder. 

Notice  actually  received  within  the  time  designated  by 
law  is  sufficient  no  matter  where  sent.  But,  if  the  holder 
does  not  wish  to  assume  the  risk  of  the  message’s  being 
actually  received  within  the  proper  time,  he  should  ad¬ 
dress  it  in  accordance  with  the  following  rules  laid  down 
in  Section  108  of  the  N.I.L.: 

"V\  here  a  party  has  added  an  address  to  his  signature,  notice  of 
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dishonor  must  be  sent  to  that  address;  but  if  he  has  not  given  such 
address,  then  the  notice  must  be  sent  as  follows: 

(1)  Either  to  the  post  office  nearest  to  his  place  of  residence,  or 
to  the  post  office  where  he  is  accustomed  to  receive  his  letters;  or 

(2)  If  he  live  in  one  place,  and  have  his  place  of  business  in  an¬ 
other,  notice  may  be  sent  to  either  place;  or 

(3)  Or  if  he  is  sojourning  in  another  place,  notice  may  be  sent  to 
the  place  where  he  is  sojourning. 

But  where  the  notice  is  actually  received  by  the  party  within  the 
time  specified  in  this  act,  it  will  be  sufficient,  tho  not  sent  in  ac¬ 
cordance  with  the  requirements  of  this  section. 

Notice  of  dishonor  may  be  waived.  Waiver  of  protest 
and  notice  is  frequently  included  in  negotiable  instru¬ 
ments.  A  waiver  of  protest  is  deemed  not  only  a  waiver 
of  formal  protest  but  a  waiver  of  presentment  and  of 
notice  of  dishonor  also. 

Protest  to  Fix  Liability  on  Foreign  Bills.  Protest  is 
always  necessary  to  fix  the  liability  of  the  drawer  and 
indorsers  of  “foreign”  bills  of  exchange.  A  “foreign  bill” 
is  one  drawn  in  one  state  and  payable  in  another  state. 
If  it  is  not  apparent  from  the  face  of  the  bill  that  it  is  for¬ 
eign,  it  may  be  treated  as  “inland” — payable  in  the  state 
where  it  was  drawn.  It  will  thus  be  seen  that,  under 
the  terms  of  the  N.I.L.,  the  usual  commercial  distinction 
between  a  foreign  and  domestic  bill  of  exchange  does  not 
obtain. 

Protest  of  a  negotiable  instrument  is  made  by  a  notary 
public.  The  steps  to  be  taken  are: 

1.  To  make  a  formal  presentment  to  the  maker  or  drawer 
for  payment  or  acceptance  as  the  case  may  be. 

2.  To  make  a  memorandum  on  the  instrument  of  the  facts  to 
be  included  in  the  certificate  of  protest.  This  is  called 
“noting.” 

3.  To  prepare  and  execute  a  certificate  of  protest.  The  cer¬ 
tificate  is  usually  spoken  of  as  the  “protest.” 

The  requisites  of  a  protest  are  stated  in  Section  153 
of  the  N.I.L.  as  follows: 

The  protest  must  be  annexed  to  the  bill,  or  must  contain  a  copy 
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thereof,  and  must  be  under  the  hand  and  seal  of  the  notary  making 
it,  and  must  specify: 

(1)  The  time  and  place  of  presentment. 

(2)  The  fact  that  presentment  was  made  and  the  manner  thereof. 

(3)  The  cause  or  reason  for  protesting  the  bill. 

(4)  The  demand  made  and  the  answer  given,  if  any,  or  the  fact 
that  the  drawee  or  acceptor  could  not  be  found. 

After  protest,  notice  of  dishonor,  which  of  course 
should  show  that  the  instrument  has  been  protested, 
should  be  given  to  those  whose  liability  it  is  desired  to 
fix.  This  notice  should  contain  the  same  information  as 
that  given  in  an  ordinary  notice  of  dishonor. 

Altho  protest  is  not  necessary  to  fix  the  liability  of 
drawers  and  indorsers  of  inland  bills  of  exchange 
and  promissory  notes,  it  is  a  common  practice  to  have 
them  protested  in  order  to  obtain  the  certificate  of 
protest. 

This  certificate  which  is  given  under  the  seal  of  a 
notary  is  a  convenient  means  of  proving  that  the  neces¬ 
sary  steps  on  dishonor  have  been  taken  to  render  the  lia¬ 
bility  of  drawer  and  indorsers  absolute. 

For  his  services  in  protesting  and  giving  notice  of  dis¬ 
honor,  the  notary  is  allowed  certain  fees.  These  wdll  be 
paid  in  the  first  instance  by  the  person  employing  the 
notary,  the  holder,  or  his  agent.  If  the  protest  wTas  neces¬ 
sary  to  fix  the  liability  of  the  drawer  and  indorsers,  the 
holder  will  be  allowed  to  add  the  notary’s  fees  to  the 
amount  of  the  instrument  and  collect  from  the  persons 
liable  on  the  instrument.  If  they  were  not  necessary, 
usually  he  cannot  collect  them. 

BANK  CHECKS 

A  check  is  a  bill  of  exchange  drawn  on  a  bank  and  pay¬ 
able  on  demand.  It  is  subject  to  the  law  applying  to  bills 
of  exchange  in  general.  But  there  are  two  special  rules 
that  apply  to  checks: 

1.  As  to  Certification.  Instead  of  demanding  payment, 
the  holder  of  a  check  may  present  it  to  the  bank  on  which 
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it  is  drawn  and  have  it  certified.  If  the  bank  writes  “Cer¬ 
tified”  or  “Good”  upon  the  check,  the  drawer  and  indors¬ 
ers  are  discharged  and  the  check  becomes  the  bank’s  own 
absolute  obligation;  in  effect,  it  becomes  the  bank’s  prom¬ 
issory  note  or  certificate  of  deposit.  Thereafter  the  holder 
must  look  to  the  bank  alone  for  payment.  The  check, 
however,  is  still  negotiable  and  indorsers  subsequent  to 
certification  are  liable  as  such. 

If  the  drawer  of  a  check  secures  its  certification  before 
he  delivers  it  to  the  payee,  the  drawer  remains  liable;  in 
case  the  bank  fails,  the  drawer  is  still  liable.  But  if  the 
holder  or  payee  obtains  the  certification,  he  is  the  loser 
in  the  event  of  the  bank’s  failure. 

2.  Time  within  which  Checks  Must  Be  Presented.  In 
Grange  v.  Reigh  (93  Wis.  552),  this  question  of  the  time 
within  which  a  check  must  be  presented  was  before  the 
court,  and  the  court  stated  the  law  thus: 

“The  settled  law  .  .  .  is  that  if  a  person  receives 
a  check  on  a  bank  he  must  present  it  for  payment 
within  a  reasonable  time,  in  order  to  preserve  the 
right  of  recourse  on  the  drawer  in  case  of  nonpay¬ 
ment  by  the  drawee;  and  that,  when  such  person  re¬ 
sides  and  receives  the  check  at  the  same  place  where 
such  bank  is  located,  a  reasonable  time  for  such  pres¬ 
entation  reaches,  at  the  latest,  only  to  the  close  of 
banking  hours  on  the  succeeding  day,  excluding  Sun¬ 
days  and  holidays.’’ 

This  same  rule  prevails  where  the  object  is  to  hold 
indorsers.  When  the  check  is  payable  at  a  different  place 
from  that  in  which  it  is  negotiated,  it  should  be  for¬ 
warded  on  the  day  after  it  is  received  at  the  latest,  and 
the  agent  to  whom  it  is  sent  must  present  it  on  the  day 
after  it  is  received  at  the  latest. 

DISCHARGE  OF  NEGOTIABLE  INSTRUMENTS 

A  negotiable  instrument  may  be  discharged  by  pay¬ 
ment  by  a  person  who  is  primarily  liable,  by  cancellation, 
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by  alteration,  or  by  any  act  which  will  discharge  a  sim¬ 
ple  contract  for  the  payment  of  money. 

The  discharge  of  the  instrument  puts  an  end  to  the 
obligation  of  every  party  liable  on  it. 

Payment  by  Acceptor  or  Maker.  Payment  by  the  accep¬ 
tor  or  maker  at  maturity  or  after  is  the  usual  method  of 
discharge.  It  extinguishes  the  liability  of  all  parties. 
Should  the  instrument  be  put  in  circulation  again  no 
purchaser  of  it  would  acquire  any  rights  against  the  par¬ 
ties  thus  discharged. 

To  have  this  effect,  however,  payment  must  be  made 
to  the  holder,  the  legal  owner  of  the  instrument.  Pay¬ 
ment  to  one  who  is  not  the  legal  holder,  tfut  who  has 
possession  under  a  forged  indorsement,  will  not  dis¬ 
charge  it. 

Payment  must  be  at  or  after  maturity. 

Payment  before  maturity  does  not  discharge  the  in¬ 
strument.  Its  utmost  effect  is  to  make  it  unconscien- 
tious  for  the  holder  who  has  received  payment  to 
enforce  the  instrument. 

If  it  finds  its  way  into  the  hands  of  a  holder  in  due 
course,  such  holder  can  enforce  it.  For  this  reason — 

A  person  who  pays  an  instrument  before  maturity 
should  be  very  careful  to  get  possession  of  it  or  to 
see  that  it  is  canceled. 

Payment  by  the  drawer  of  a  bill  or  by  an  indorser  of 
a  bill  or  note  does  not  discharge  the  instrument.  Upon 
making  payment  the  drawer  or  indorser  is  entitled  to 
receive  the  instrument  from  the  holder  and  may  enforce 
it  against  prior  parties,  or  transfer  it  by  way  of  sale  or 
gift.  Section  121  of  the  N.I.L.  provides: 

Where  the  instrument  is  paid  by  a  party  secondarily  liable  there¬ 
on,  it  is  not  discharged;  but  the  party  so  paying  it  is  remitted  to 
his  former  rights  as  regards  all  prior  parties,  and  he  may  strike  out 
his  own  and  all  subsequent  indorsements,  and  again  negotiate  the 
instrument,  except : 

(1)  Where  it  is  payable  to  the  order  of  a  third  person,  and  has 
been  paid  by  the  drawer;  and 
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(2)  Where  it  was  made  or  accepted  for  accommodation,  and  has 
been  paid  by  the  party  accommodated. 

Cancellation  and  Alteration.  Cancellation  includes  de¬ 
struction  or  mutilation  of  the  paper  on  which  the  instru¬ 
ment  is  written  and  erasure  of  the  writing  as  well  as  can¬ 
celing  in  the  usual  sense.  But,  “a  cancellation  made 
unintentionally  or  under  a  mistake  or  without  the  author¬ 
ity  of  the  holder,  is  inoperative.”  (N.I.L.  Sec.  123.) 

An  alteration  is  any  change  made  in  the  material  terms 
of  the  instrument.  The  effect  of  alteration  and  the  ques¬ 
tion  of  what  alterations  are  material  are  stated  in  the 
N.I.L.  as  follows: 

Section  124:  Where  a  negotiable  instrument  is  materially  altered 
without  the  assent  of  all  parties  liable  thereon,  it  is  avoided,  except 
as  against  a  party  who  has  himself  made,  authorized,  or  assented  to 
the  alteration,  and  subsequent  indorsers. 

But  when  an  instrument  has  been  materially  altered  and  is  in  the 
hands  of  a  holder  in  due  course,  not  a  party  to  the  alteration,  he 
may  enforce  payment  thereof  according  to  its  original  tenor. 

Section  125:  Any  alteration  which  changes: 

(1)  The  date; 

(2)  The  sum  payable,  either  for  principal  or  interest; 

(3)  The  time  or  place  of  payment; 

(4)  The  number  or  the  relations  of  the  parties; 

(5)  The  medium  or  currency  in  which  payment  is  to  be  made; 

Or  which  adds  a  place  of  payment  where  no  place  of  payment  is 

specified,  or  any  other  change  or  addition  which  alters  the  effect  of 
the  instrument  in  any  respect,  is  a  material  alteration. 

Discharge  of  Indorsers.  An  indorser  may  be  discharged 
without  a  discharge  of  the  instrument.  This  appears 
from  Section  120  of  the  N.I.L.,  as  follows: 

A  person  secondarily  liable  on  the  instrument  is  discharged — 

(1)  By  any  act  which  discharges  the  instrument; 

(2)  By  the  intentional  cancellation  of  his  signature  by  the  holder; 

(3)  By  the  discharge  of  a  prior  party; 

(4)  By  a  valid  tender  of  payment  made  by  a  prior  party; 

(5)  By  a  release  of  the  principal  debtor,  unless  the  holder’s  right 
of  recourse  against  the  party  secondarily  liable  is  expressly  reserved; 
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(6)  By  any  agreement  binding  upon  the  holder  to  extend  the  time 
of  payment;  or  to  postpone  the  holders  right  to  enforce  the  instru¬ 
ment,  unless  made  with  the  assent  of  the  party  secondarily  liable,  or 
unless  the  right  of  recourse  against  such  party  is  expressly  reserved. 

We  have  now  covered  all  the  essential  legal  aspects  of 
negotiable  instruments.  Those  points  which  should  be 
remembered  in  particular  will  be  re-emphasized  in  the 
following  check-up  and  in  Executive  Problem  97. 


CHECK-UP  ON  PRINCIPLES 

Use  the  following  check-up  to  get  the  principles  of  this  manual 
firmly  fixed  in  mind.  This  will  help  you  to  handle  the  problem 
which  follows.  This  check-up  is  entirely  for  your  own  personal 
use,  so  you  need  not  send  it  in  to  the  University. 


1.  Is  this  a  negotiable  instrument?  “April  10,  1926. 
Sixty  days  after  date,  I  promise  to  pay  to  George  Bums, 
or  Otto  Holland,  or  order,  the  sum  of  one  hundred  dol¬ 
lars  at  the  rate  of  6%.  (Signed)  Vincent  Edwards.” 

Check 

Yes 

No 

2.  Ward,  who  was  19,  appeared  to  be  older,  and  said 
he  was  of  age  when  he  gave  his  note  to  Dunne.  Dunne 
negotiated  it  to  Merrill,  a  bona  fide  holder-for-value 
without  notice.  When  Merrill  tried  to  collect  from 
Ward,  he  refused  to  pay  and  pleaded  infancy  as  a  de¬ 
fense.  Can  Merrill  collect  from  Dunne? 

3.  Blanton  gave  his  note  for  three  hundred  dollars  to 
Briscoe.  Briscoe  indorsed  it  and  sold  it  to  Frohman, 
and  Frohman  indorsed  it  and  sold  it  to  Kaufman.  Blan¬ 
ton  did  not  meet  the  note  when  Kaufman  presented  it 
for  payment  and  Kaufman  gave  notice  of  dishonor  to 
Frohman  but  not  to  Briscoe.  However,  Frohman  im¬ 
mediately  notified  Briscoe  of  the  dishonor.  Can  Kauf¬ 
man,  the  holder,  recover  from  Briscoe? 

4.  A  promissory  note  dated  “February  10”  was  signed 
by  Harry  Frank,  as  surety.  Later,  the  holder,  without 
Frank’s  knowledge  or  consent,  changed  “February”  to 
“March.”  Is  the  surety  discharged? 

5.  This  draft  was  sent  to  Kline:  “No.  379.  Chi¬ 
cago,  March  22,  1926.  At  fifteen  days’  sight  pay  to 
Harold  Packard,  or  order,  the  sum  of  seven  hundred 
dollars,  at  the  Wabash  National  Bank,  Chicago.  To 
Louis  Kline,  Birmingham,  Alabama,  (Signed)  John  Erick¬ 
son.”  Kline  wrote  across  the  face  “Accepted  March  26, 
1926,  to  be  paid  in  twenty-five  days,  Louis  Kline.”  Is 
this  a  general  acceptance? 

6.  ’’Three  months  after  date  I  promise  to  pay  to  Leo 
Leibasher,  or  order,  $100.  (Signed)  President  F.  Kraus, 
A.B.C.  Co.”  Before  the  above  note  became  due,  the 
A.B.C.  Co.  became  insolvent.  Is  Kraus  personally  liable 
on  the  note? 
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7.  Clay  gave  Cooper  a  signed  note  with  the  amount 
left  blank.  It  was  the  understanding  that  Cooper  was 
to  buy  from  $200  to  $300  worth  of  merchandise  and  fill 
in  the  note  for  that  amount.  Cooper  purchased  $1,200 
worth  of  goods  from  Husfield,  filled  in  the  note  for  that 
amount  and  indorsed  it  to  Husfield,  who  did  not  know 
of  the  understanding  with  Clay.  Can  Husfield  recover 
the  $1,200  from  Clay? 

Check 

Yes 

No 

8.  The  maker  of  a  note  paid  it,  but  neglected  to  take 
it  up.  Later,  when  the  note  was  past  due,  the  payee 
transferred  the  note  for  value  to  one  who  did  not  know 
that  it  had  been  paid.  Can  the  transferee  collect  it  from 
the  maker? 

9.  Carroll,  by  fraud,  induced  Adams  to  make  him 
payee  of  a  note.  He  sold  the  note  to  Lindgren,  a  holder 
in  due  course,  and  afterward  bought  back  the  note  from 
Lindgren.  Does  he  take  the  note  free  from  defects? 

10.  Songey  made  out  a  check  to  Highley  or  bearer 
for  $200,  to  pay  for  some  stock  Songey  had  bought. 
Highley  sent  his  messenger  to  Songey’s  office  to  get  the 
check,  which  the  messenger  did,  but  on  his  return  he 
lost  it.  Vaughn  found  the  check  and  sold  it  to  Miller. 
When  Songey  learned  that  the  check  was  lost  he  stopped 
payment  on  it.  Can  Miller  collect  from  Songey? 

Executive  Problem  97 

SAFEGUARDING  NEGOTIABLE  PAPERS 

Determining  the  Rights  and  Liabilities  of  Parties 
to  Negotiable  Instruments 

Under  the  LaSalle  Problem  Method 

OVER  95  per  cent  of  American  business  is 
transacted  by  means  of  negotiable  instru¬ 
ments. 


Prepared  by  the  Research  and  Consultation 
Staff  of  LaSalle  Extension  University  from  an 
interesting  problem  which  it  has  carefully  in¬ 
vestigated  and  analyzed. 


Executive  Problem  97 

SAFEGUARDING  NEGOTIABLE  PAPERS 

You  have  just  read  Executive  Manual  97  and  you  are 
now  familiar  with  notes  and  bills  of  exchange.  It  is  im¬ 
portant,  as  the  manual  shows,  to  keep  in  mind  the  chief 
object  sought  by  their  use — to  give  to  certain  kinds  of 
written  obligations,  characteristics  which  will  enable 
them  to  be  used  much  as  money  is. 

There  is  not  a  phase  of  law  that  presents  more  per¬ 
plexing  questions  to  the  business  man  than  the  subject 
discussed  in  Executive  Manual  97.  The  business  man 
must  be  well  versed  in  this  important  branch  of  law. 
Only  when  he  understands  the  rights  and  liabilities  of 
the  parties  to  negotiable  instruments  in  the  various  situa¬ 
tions  which  arise  in  business,  can  he  protect  his  interests. 

When  the  circumstances  considered  in  this  problem 
took  place,  James  Iv.  Hebble,  president  of  the  James  K. 
Hebble  Company,  was  on  a  pleasure  trip  in  Europe. 
However,  Hebble  has  just  returned  and,  in  view  of  the 
amount  of  money  involved,  the  secretary,  treasurer,  and 
general  manager  of  the  company,  are  now  in  his  office 
to  see  what  can  be  done. 

The  company  operates  a  wholesale  drug-supply  house 
in  Chicago.  It  has  a  president,  secretary,  treasurer,  gen¬ 
eral  manager,  several  department  managers,  and  about 
100  employes.  Hebble  alone  has  authority  to  sign  checks 
for  the  company,  and  he  alone  has  held  that  responsibil¬ 
ity  since  the  company  was  incorporated.  Before  he  left 
for  Europe,  he  signed  a  number  of  blank  checks  drawn  on 
the  East  Edgewater  State  Bank  where  the  Hebble  Com¬ 
pany  had  an  account,  and  left  the  check  book  with  Pon¬ 
der,  the  office  manager.  Ponder  kept  the  book  in  plain 
view  on  top  of  his  desk  in  his  office.  It  was  Hebble’s 
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custom,  whenever  leaving  on  a  trip,  to  sign  a  number  of  blank 
checks  and  leave  the  check  book  in  the  custody  of  Ponder,  with  the 
understanding  that  Ponder  was  authorized  to  fill  out  the  blanks  and 
issue  checks  for  business  use  until  Hebble  returned. 

At  the  present  meeting  the  office  manager  explains  that  two 
weeks  after  Hebble  left  for  Europe,  Clarkson,  a  traveling  salesman 
who  had  been  selling  to  the  company  for  several  years,  made  a  busi¬ 
ness  call.  Clarkson  was  well  acquainted  with  the  officers  and  office 
employes.  On  being  informed  that  Ponder  for  whom  he  inquired 
was  out,  he  asked  and  was  given  permission  by  Ponder’s  secretary 
to  use  Ponder’s  desk  for  a  few  minutes  to  write  up  some  orders. 
Sometime  while  sitting  there,  he  saw  the  check  book  which  was  in 
plain  view,  and  cut  from  the  book  a  sheet  which  contained  two 
checks  and  their  stubs. 

After  filling  out  the  blanks,  Clarkson  presented  one  check  for 
$1,500  to  the  East  Edgewater  State  Bank,  where  he  was  known  to 
the  teller.  Clarkson  had  received  checks  in  payment  of  merchandise 
from  the  company  at  other  times,  and  had  cashed  them  at  this  bank. 
The  teller  saw  that  the  signature  on  the  check  was  genuine  and  he 
cashed  the  check. 

Clarkson  presented  the  second  check  to  the  Wayne  Trust  Com¬ 
pany  where  he  was  also  known.  This  check  he  had  made  out  for 
$4,201.75.  At  his  request  he  was  given  a  cashier’s  check  which  he 
later  cashed  at  a  bank  in  Evanston,  and  since  then  he  has  disap¬ 
peared  and  no  trace  of  him  has  been  found.  The  check  for  $4,201.75 
came  to  the  East  Edgewater  State  Bank  thru  the  clearing  house, 
bearing  the  Wayne  Trust  Company’s  indorsement,  and  was  hon¬ 
ored,  altho  it  overdrew  the  Hebble  account  $S00. 

The  secretary  then  tells  how,  during  Hebble’s  absence,  a  man 
named  Leonard  had  contemplated  entering  the  retail  drug  business. 
He  came  to  the  Hebble  Company  offices  with  a  druggist  named 
Stephens,  whom  he  had  asked  to  assist  him  in  making  a  proper  se¬ 
lection  of  merchandise. 

After  an  hour  or  two,  Leonard,  with  Stephens’  approval,  selected 
his  entire  order,  the  price  of  which  was  $1,200,  and  gave  his  check 
on  the  North  Division  National  Bank  for  that  amount. 

The  check  was  drawn  to  the  order  of  Stephens,  who  indorsed  it 
and  delivered  it  to  Funk,  the  sales  manager.  Immediately  after 
receiving  it,  Funk  gave  it  to  Ponder,  who  sent  it  by  special  mes¬ 
senger  to  the  North  Division  National  Bank  with  a  request  that  it 
be  certified.  This  request  was  complied  with.  Afterward,  when 
the  check  was  presented  for  payment,  the  bank  refused  to  honor  it, 
saying  that  the  bank  had  received  instructions  from  Leonard  not  to 
pay  it.  The  bank  admits  it  certified  the  check  at  the  company’s 
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request  but  seeks  to  justify  its  refusal  upon  the  ground  that  Leonard 
had  been  induced  to  purchase  many  of  the  articles  by  false  represen¬ 
tations  made  by  the  sales  manager  of  the  Hebble  Company  as  to 
their  salability. 

The  treasurer  then  mentions  a  situation,  which  has  been  puzzling 
him  and  the  other  men  at  the  meeting.  He  says  that  Alfred  R. 
Zindt,  who  owned  a  small  drug  store  in  Riverdale,  purchased  drug 
supplies  on  a  running  account  from  the  Hebble  Company  for  several 
years.  While  Hebble  was  away,  Zindt  got  into  financial  trouble. 
The  collection  manager  urged  him  to  pay  up  his  account.  In  cal¬ 
culating  his  indebtedness  to  the  company,  Zindt  disputed  the  amount 
charged  against  him,  saying  that  he  had  made  payments  on  his  ac¬ 
count  for  which  he  had  not  been  given  credit. 

After  considerable  argument  he  finally  gave  the  collection  man¬ 
ager  his  interest-bearing  notes  covering  the  account  of  $1,622.43  and 
$56.00  for  interest.  There  were  eight  notes  dated  October  2,  1925 — 
six  for  $150  each,  one  for  $350,  and  one  for  $428.43.  One  note  fell 
due  each  two  months  after  October  2,  1925. 

The  notes  were  prepared  by  the  collection  manager  and  handed 
to  Zindt,  who  signed  them.  The  next  day,  October  3,  the  collection 
manager,  in  looking  over  the  notes,  discovered  that  he  had  forgotten 
to  insert  a  clause  in  the  notes  which  the  Hebble  Company  usually 
had  written  in  serial  notes  of  this  character.  Accordingly,  he  had 
his  stenographer  typewrite  on  the  lower  left-hand  corner  of  each 
note  this  clause — “This  is  one  of  a  series  of  eight  notes;  upon  default 
in  payment  of  any  note  of  this  series  all  notes  become  due  and  pay¬ 
able.”  Zindt  was  not  told  that  this  clause  was  inserted  in  the  notes. 

The  notes  wrere  put  in  a  box  with  other  notes  and  documents  and 
placed  by  the  collection  manager  in  the  vault.  On  December  2, 
1925,  when  the  first  note  became  due,  Zindt  called  at  the  office  of 
the  company  to  pay  it.  The  collection  manager  brought  the  note 
from  the  vault  and  Zindt  noticed  the  typewritten  alteration.  He 
asked  the  collection  manager  why  the  clause  had  been  inserted. 

The  collection  manager  explained  that  it  was  customary  for  the 
company  to  write  this  clause  on  all  notes,  but  that  he  had  for¬ 
gotten  to  place  it  on  Zindt’s  notes  at  the  time  they  were  made  out. 
He  further  explained  that  he  had  inserted  the  same  clause  on  other 
druggists’  notes  when  it  was  omitted  by  mistake  and  that  they  had 
never  complained. 

Zindt  refused  to  pay  the  first  note  and  says  that  he  is  not  going 
to  pay  any  of  the  notes  because  he  feels  that  they  are  void  on  ac¬ 
count  of  the  alterations  made  on  them.  He  maintains  that  the 
notes  were  intended  and  did  wipe  out  the  original  indebtedness, 
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since  they  were  taken  in  settlement  and  closed  out  his  account;  and 
the  Hebble  Company  cannot  recover  anything  from  him. 

To  know  the  rights  and  liabilities  of  the  Hebble  Company,  of 
Leonard,  of  Zindt,  and  of  the  banks,  it  is  necessary  to  find  the  rules 
of  law  which  apply  in  the  different  situations.  The  important  ques¬ 
tions  you  are  to  answer  in  regard  to  these  rules  of  law  are  in  the 
working  papers. 
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Protection  of  Credit 


EVERYONE  who  is  either  a  borrower  or  a  lender  of 
money  or  of  credit  should  understand  the  legal 
methods  of  obtaining  and  of  giving  security. 
Credit  is  purchasing  power.  The  measure  of  the  pur¬ 
chasing  power  of  a  business  (or  of  a  person)  is  the 
amount  of  cash  it  owns  and  the  amount  of  credit  it  can 
command.  The  law  provides  for  the  protection  of  both 
the  borrower  and  the  lender  of  credit. 


The  Law  of  Libel  and  Slander.  The  credit  standing  of 
an  individual  or  a  firm  is  protected  by  the  law  of  libel 
and  slander.  On  page  1191  in  Volume  36  of  Corpus  Juris, 
we  find  that — 

Since  the  law  carefully  guards  the  credit  of  merchants,  traders, 
and  business  men,  words  imputing  to  them  insolvency,  bankruptcy, 
or  want  of  credit  are  actionable  per  se  [that  is,  without  proof  of 
special  damage],  the  rule  applying  to  anyone  to  whom  credit  is 
important  in  the  prosecution  of  his  business. 

In  Mitchell  v.  Bradstreet  Co.  (116  Mo.  226)  the  mer¬ 
cantile  agency  published  a  report  that  Mitchell,  Smith  & 
Co.  had  “assigned” — that  is  to  say,  had  made  an  assign¬ 
ment  for  the  benefit  of  creditors.  This  report  was  not 
true,  and  it  was  held  to  be  libel  per  se.  Judgment  for 
damages  was  given  in  favor  of  Mitchell,  Smith  &  Co. 

Likewise  in  Dun  v.  Weintraub  (111  Ga.  416)  the  mer¬ 
cantile  agency  was  compelled  to  pay  damages  for  includ¬ 
ing  the  following  words,  which  were  false,  in  a  statement 
issued  by  it  regarding  Weintraub: 

He  does  not  seem  to  have  succeeded  in  obtaining  the  implicit 
confidence  of  local  people.  He  is  looked  upon  locally  as  an  itinerant 
trader  of  small  financial  responsibility  and  uncertain  prospects. 
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In  explaining  its  decision  in  the  Weintraub  case,  the 
Court  said: 

Such  statements  in  reference  to  a  merchant  could  have  but  one 
effect  upon  his  business  and  that  is  to  seriously  injure,  if  not  destroy, 
his  credit  in  those  markets  where  the  character  thus  given  him  pre¬ 
cedes  his  application  for  credit. 

Contracts  for  Credit.  Contracts  granting  credit  are 
binding.  Therefore — 

Contracts  granting  credit  should  not  be  closed  until 
it  has  been  determined  whether  credit  can  be  safely 
extended. 

This  is  important,  even  tho  a  contract  to  grant  credit 
can,  under  certain  circumstances,  be  broken  by  the 
grantor  without  rendering  himself  liable  for  substantial 
damages. 

It  is  a  principle  of  law  that  wherever  there  is  a  breach 
of  contract  the  innocent  party  owres  a  duty  to  keep  down 
damages.  Thus  it  is  often  argued  by  a  party  who  has 
entered  into  and  broken  a  contract  to  grant  credit,  that 
the  purchaser  was  obligated,  under  this  principle,  to  pay 
cash  when  given  an  opportunity  to  do  so,  and  that  if  he 
had  bought  for  cash,  there  would  have  been  no  substan¬ 
tial  damage,  and  hence  no  recovery. 

There  are  many  cases  upholding  this  contention:  that 
the  buyer  is  under  a  duty  to  keep  down  damages  by  pay¬ 
ing  cash  if  he  has  the  money.  .  But  the  weight  of  author¬ 
ity  is  that,  even  where  the  buyer  is  able  to  pay  cash,  he 
may  recover  substantial  damages  notwithstanding  this 
fact. 

And  it  seems  to  be  well  settled  that  if  the  buyer  is  not 
able  to  pay  cash,  the  seller  cannot  lessen  the  damages  by 
offering  to  sell  for  cash  or  for  cash  with  a  discount. 

An  interesting  case  in  which  these  points  are  discussed 
is  Plesofsky  v.  Kaufman  (140  Term.  208),  decided  by  the 
Supreme  Court  of  Tennessee  in  1918. 
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Financial  Statements.  In  previous  manuals  on  Credits 
and  Collections,  we  saw  that  a  common  source  of  infor¬ 
mation  to  a  credit  man  is  the  financial  statement  fur¬ 
nished  by  the  customer.  It  is  very  important  that  the 
information  given  in  such  reports  be  correct.  The  law 
recognizes  this  and  attempts  to  protect  the  business  man 
in  relying  upon  them,  as  follows : 

1.  The  law  in  regard  to  fraud  and  deceit.  If  a  mer¬ 
chant  renders  a  false  financial  statement  for  the  purpose 
of  obtaining  credit  or  an  extension  of  credit  and  does 
obtain  it  from  one  relying  on  the  statement,  this  consti¬ 
tutes  actionable  fraud. 

The  person  acting  in  reliance  upon  a  false  financial 
statement  may  sue  for  damages  if  he  has  suffered 
any ;  or  he  may  rescind  any  contract  made  in  reliance 
upon  the  false  statement. 

In  Hiller  v.  Ellis  (72  Miss.  701),  Hiller,  when  called 
upon  for  his  financial  statement  by  the  manager  of  the 
credit  department  of  Marshall  Field  and  Co.,  referred 
him  to  the  report  on  the  books  of  Dun  &  Co.  In  reliance 
upon  this  report,  Marshall  Field  &  Co.  delivered  certain 
goods  to  Hiller.  The  books  of  Dun  &  Co.  showed  Hiller 
to  be  in  much  better  financial  condition  than  in  fact  he 
was.  Under  these  circumstances,  it  was  held  that  the 
purchase  wras  a  fraudulent  one  and  that  the  seller  had  a 
right  to  rescind  the  sale  and  retake  the  goods. 

2.  The  postal  laws  of  the  United  States.  Our  postal 
laws  prohibit  the  use  of  the  mails  to  defraud.  They  thus 
afford  another  form  of  protection  where  a  false  financial 
statement  is  sent  thru  the  mails. 

The  penalty  fixed  by  the  statute  for  using  the  mails  to 
defraud  is  a  fine  of  not  more  than  one  thousand  dollars, 
or  imprisonment  for  not  more  than  five  years,  or  both. 

3.  State  statutes.  At  least  thirty-two  states  have  en¬ 
acted  statutes  fixing  criminal  penalties  for  issuing  false 
financial  statements  under  certain  conditions. 
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Exemptions  from  Execution  of  Judgment.  It  is  always 
well  to  remember  that  nearly  every  state  has  laws  ex¬ 
empting  certain  property  from  execution  of  judgment. 
These  exemptions  are  primarily  in  favor  of  heads  of 
families;  altho  single  persons  usually  are  allowed  some 
exemptions. 

Exempt  property  usually  consists  of  the  homestead; 
certain  specific  articles  of  personal  property  such  as 
household  goods,  food  and  clothing  for  the  debtor’s  fam- 
ity,  and  the  tools  and  implements  of  his  trade  or  profes¬ 
sion;  and  also  some  part  of  the  debtor’s  wages,  salary,  or 
earnings. 

To  avoid  the  effect  of  homestead  and  exemption  laws, 
a  waiver  of  homestead  and  exemption  rights  is  some¬ 
times  included  in  the  contract  or  note.  But  the  great 
majority  of  states  hold  these  waivers  absolutely  void  as 
being  contrary  to  public  policy.  The  presence  of  this 
waiver  in  a  contract  in  these  states  does  not,  however, 
prevent  the  rest  of  the  contract  from  being  valid. 

Negotiable  Instruments.  This  subject  wyas  treated  at 
length  in  the  preceding  manual.  Here  we  are  interested 
in  the  advantages  which  negotiable  instruments  offer  to 
creditors. 

A  negotiable  instrument  affords  the  creditor  protec¬ 
tion  by  rendering  the  debt  more  clear  and  certain, 
more  easy  to  prove;  and  it  puts  the  debt  in  con¬ 
venient  form  so  that  it  may  be  easily  transferred 
from  one  to  another. 

Transfer  is  easy  because  it  can  be  made  by  delivery  or 
by  indorsement  and  delivery,  and  the  transferee  often 
receives  a  better  title  than  the  transferor  had,  as  fully 
explained  in  Executive  Manual  97. 

Negotiable  instruments  afford  a  convenient  means  by 
which  one  man’s  credit  may  be  supplemented  by  the 
credit  of  another.  How  this  can  be  done  is  indicated  by 
the  following  examples  in  which  D  represents  the  debtor ; 
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C,  the  creditor ;  and  A,  the  person  who  is  willing  to  ac¬ 
commodate  the  debtor  by  lending  his  credit : 

1.  D,  maker  of  a  note;  C,  payee;  A,  irregular  indorser. 

2.  D  and  A  makers  of  the  note;  C,  payee. 

3.  D,  maker;  A,  payee  and  indorser,  indorsing  to  C. 

4.  A,  maker;  D,  payee  and  indorser,  indorsing  to  C. 

5.  A,  maker,  payee,  and  indorser;  D,  indorser,  indorsing  to  C. 

6.  A,  maker;  C,  payee;  D,  irregular  indorser. 

7.  D,  drawer  of  a  bill;  A,  drawee  and  acceptor;  C,  payee. 

8.  C,  drawer  and  payee;  D,  drawee-acceptor;  A,  indorser. 

The  obligations  of  the  parties  on  these  instruments 
after  they  get  into  the  hands  of  innocent  purchasers  for 
value  are  fixed  by  the  law  of  negotiable  instruments.  If 
any  of  these  instruments  should  find  their  way  into  the 
hands  of  D,  he  of  course  could  not  hold  A,  because  A  in 
each  case  has  become  a  party  for  D’s  accommodation, 
and  between  them  there  was  no  consideration. 

Security  thru  Judgment  Notes.  A  judgment  note  is  a 
promissory  note  wdiich  contains  a  clause  granting  author¬ 
ity  to  any  attorney,  or  to  some  particular  attorney,  to 
enter  an  appearance  for  the  maker  in  court  and  con¬ 
fess  judgment  against  him  for  the  amount  of  the  note. 
Usually  an  attorney’s  fee  is  also  provided  for. 

Giving  this  power  of  attorney  to  confess  judgment  after 
maturity  does  not  affect  the  negotiability  of  the  note.  It 
is  looked  upon  as  security  and  is  irrevocable  either  for 
that  reason  or  for  the  reason  that  it  is  an  agency  coupled 
with  an  interest.  Such  powers  of  attorney  are,  in  states 
where  permitted,  frequently  incorporated  into  other  in¬ 
struments  calling  for  the  payment  of  money,  such  as 
leases. 

Judgment  notes  make  it  possible  to  obtain  judgment 
without  the  expense  and  delay  of  the  ordinary  law 
suit,  and  the  judgment  usually  becomes  a  lien  on  the 
real  estate  belonging  to  the  judgment  debtor  and 
located  in  the  county  where  judgment  is  entered. 

The  use  of  this  device  is  restricted  to  a  few  states; 
Colorado,  Delaware,  Illinois,  Minnesota,  Ohio,  Pennsyl- 
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vania,  Virginia,  Wisconsin,  and  perhaps  Maryland  and 
Tennessee.  In  the  other  states,  the  law  in  regard  to  con¬ 
fession  of  judgment  is  such  as  to  make  the  use  of  judg¬ 
ment  notes  either  impractical  or  impossible. 

Conditional  Sales  Contracts.  The  definition  of  “condi¬ 
tional  sale”  given  in  the  Uniform  Conditional  Sales  Act 
is  as  follows: 

(1)  Any  contract  for  the  sale  of  goods  under  which  possession  is 
delivered  to  the  buyer  and  the  property  in  the  goods  is  to  vest  in 
the  buyer  at  a  subsequent  time  upon  the  payment  of  part  or  all  of 
the  price,  or  upon  the  performance  of  any  other  condition  or  the 
happening  of  any  contingency;  or 

(2)  Any  contract  for  the  bailment  or  leasing  of  goods  by  which 
the  bailee  or  lessee  contracts  to  pay  as  compensation  a  sum  sub¬ 
stantially  equivalent  to  the  value  of  the  goods,  and  by  which  it  is 
agreed  that  the  bailee  or  lessee  is  bound  to  become,  or  has  the  option 
of  becoming,  the  owner  of  such  goods  upon  full  compliance  with  the 
terms  of  the  contract. 

Conditional  sales  contracts  are  valid  everywhere  in  the 
United  States  except  in  Louisiana,  so  far  as  the  buyer 
and  seller  are  concerned.  That  is,  the  title  reserved  by 
the  seller  will  be  protected  so  long  as  the  rights  of  third 
parties  are  not  involved.  This  is  true  without  acknowl¬ 
edgment,  and  without  filing  or  recording.  The  terms  of 
the  contract  will  be  enforced. 

Conditional  sales  contracts  will  be  given  effect  against 
everyone  except  purchasers  of  the  goods  who  pay 
value  for  them  without  notice  of  the  conditional  sale, 
or  creditors  of  the  buyer  who  have,  without  notice, 
acquired  a  lien  upon  the  goods  by  having  them  levied 
upon  under  an  attachment  or  an  execution. 

In  the  state  of  Louisiana,  there  is  no  way  to  obtain 
protection  against  subsequent  purchasers  and  creditors, 
because  secret  liens  are  contrary  to  the  public  policy  of 
this  state  and  there  is  no  provision  for  recording  or 
filing  conditional  sales  contracts.  Therefore,  chattel 
mortgages  alone  give  good  protection  in  Louisiana.  But 
in  all  other  states,  either  the  conditional  vendor’s  interest 
is  protected  without  recording  or  there  are  statutes  which 
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provide  for  the  filing  or  recording  of  conditional  sales  con¬ 
tracts.  Filing  or  recording  gives  constructive  notice  and 
prevents  any  creditor  from  acquiring  a  lien  without  notice 
or  anyone  from  becoming  a  purchaser  without  notice. 

If  the  purchaser  under  a  conditional  sale  contract 
fails  to  live  up  to  its  terms  by  making  payments  when 
due,  the  seller  may,  of  course,  sue  for  whatever  is  due 
or  unpaid  just  as  if  there  were  no  reservation  of  title. 

The  reservation  of  title  is  for  the  protection  of  the 
seller,  and  he  may  waive  it  if  he  so  desires. 

The  seller  may,  however,  rely  upon  the  terms  of  his 
contract  and  retake  the  property;  and,  in  most  states,  he 
may  retain  whatever  has  been  paid  toward  the  purchase 
price.  This  is  obviously  unjust  where  substantial  pay¬ 
ments  have  been  made;  consequently,  a  number  of  states 
have  enacted  statutes  on  the  subject  providing  for  some 
kind  of  an  accounting. 

The  local  laws  governing  the  filing  or  recording  of  con¬ 
ditional  sales  contracts  and  the  steps  necessary  to  be 
taken  to  recover  the  property  when  the  buyer  is  in  default 
should  be  looked  up  in  connection  with  each  case. 

Bills  of  Lading  and  Warehouse  Receipts.  Bills  of  lading 
and  warehouse  receipts  are  frequently  used  as  security 
for  claims  or  indebtedness.  They  are  documents  of  title 
and  when  they  are  made  negotiable  by  transfer,  the  title 
to  the  goods  which  they  represent  may  be  transferred. 
Thus  they  are  a  convenient  means  of  pledging  goods 
which  are  stored  in  warehouses  or  which  are  in  the  hands 
of  carriers. 

It  is  not  uncommon  for  bills  of  lading  and  warehouse 
receipts  to  be  attached  to  drafts  drawn  on  purchasers  of 
goods.  These  drafts  with  the  documents  attached  may 
be  forwarded  to  a  bank  or  other  correspondent  for  col¬ 
lection.  The  purchaser  cannot  obtain  possession  of  the 
goods  without  the  bill  of  lading  or  the  warehouse  receipt 
and  he  cannot  get  this  without  either  paying  or  accept¬ 
ing  the  draft. 
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The  draft  with  bill  attached  may  be  sent  direct  to  the 
buyer  instead  of  to  a  bank.  When  this  is  done,  the  fol¬ 
lowing  rules,  quoted  from  the  Uniform  Bills  of  Lading 
Act,  apply: 

Where  the  seller  draws  on  the  buyer  for  the  price  and  transmits 
the  draft  and  bill  together  to  the  buyer  to  secure  acceptance  or  pay¬ 
ment  of  the  draft,  the  buyer  is  bound  to  return  the  bill  if  he  does 
not  honor  the  draft,  and  if  he  wrongfully  retains  the  bill  he  acquires 
no  added  right  thereby.  If,  however,  the  bill  provides  that  the 
goods  are  deliverable  to  the  buyer,  or  to  the  order  of  the  buyer,  or 
is  indorsed  in  blank  or  to  the  buyer  by  the  consignee  named  therein, 
one  who  purchases  in  good  faith,  for  value,  the  bill  or  goods  from 
the  buyer,  shall  obtain  the  title  to  the  goods,  alt  ho  the  draft  has  not 
been  honored,  if  such  purchaser  has  received  delivery  of  the  bill 
indorsed  by  the  consignee  named  therein,  or  of  the  goods,  without 
notice  of  the  facts  making  the  transfer  wrongful. 

Consignment  Contracts.  There  is  a  class  of  professional 
agents  called  factors  who  make  a  business  of  selling,  for 
a  commission,  goods  intrusted  to  them  for  that  purpose. 
They  have  either  the  actual  possession  of  the  goods  or  of 
the  documents  of  title,  such  as  bills  of  lading,  and  they 
have  authority  to  sell.  When  goods  are  sent  to  a  factor 
to  sell,  they  are  said  to  be  consigned  to  him  and  the  con¬ 
tract  under  which  they  are  sent  is  called  a  consignment 
contract. 

When  goods  are  consigned  to  a  factor,  the  title  remains 
in  the  consignor.  The  factor  is  merely  his  agent  to  sell 
and  hold  the  goods  as  bailee.  He  is  under  obligation  to 
return  the  goods  that  are  not  sold  and  to  pay  over  the 
proceeds,  less  his  commission. 

The  consignment  contract  must  be  distinguished  from 
conditional  sales  contracts,  by  means  of  which  practically 
the  same  results  may  be  obtained.  When  the  conditional 
sale  contract  is  used  instead  of  consignment,  the  manu¬ 
facturer  or  wholesaler  reserves  the  title  as  security  and 
the  consignee  or  buyer  is  given  authority  to  resell;  but 
the  buyer  is  under  obligation  to  pay  for  all  the  goods 
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instead  of  to  return  the  unsold  portion  and  account  for 
the  proceeds. 

The  conditional  sale  contract  with  authority  to  resell 
makes  the  buyer  liable  for  the  full  purchase  price  of 
the  goods;  in  a  consignment  contract,  the  consignee 
is  not  liable  for  the  full  price,  but  only  for  the  pro¬ 
ceeds  of  what  he  sells  and  for  the  return  of  what  he 
does  not  sell. 

The  protection  given  by  these  two  types  of  contracts 
is  the  same  in  states  where  they  are  both  given  full  effect. 
In  case  of  the  bankruptcy  of  the  purchaser  or  consignee, 
the  manufacturer  may  reclaim  the  goods  if  he  can  iden¬ 
tify  them.  But  some  states  have  held  that  the  authority 
to  resell  in  the  conditional  sales  contract  is  inconsistent 
with  the  reservation  of  title.  They  therefore  hold  the 
reservation  of  title  void  and  treat  the  transaction  as  an 
absolute  sale.  In  such  states,  therefore,  the  conditional 
sale  contract  affords  no  protection,  and  care  should  be 
exercised  to  have  the  consignee  hold  the  goods  as  bailee 
and  be  under  a  duty  to  return  the  unsold  portion. 

There  is  another  reason  for  using  the  consignment  con¬ 
tract  rather  than  the  conditional  sale  with  authority  to 
resell.  There  are  not  so  many  states  that  require  the 
filing  or  recording  of  a  consignment  contract  that  makes 
the  consignee  a  bailee. 

Del  Credere  Agents.  Where  the  agent  to  whom  goods 
are  consigned  for  sale  undertakes,  in  consideration  of  a 
higher  commission,  to  guarantee  that  the  persons  to 
whom  he  sells  the  goods  will  pay,  he  is  said  to  be  a  del 
credere  agent.  “Del  Credere ”  is  from  the  Italian  and 
means  “of  trust.”  It  is  said  to  be  equivalent  to  the  Eng¬ 
lish  word  “guaranty.”  The  del  credere  agent  is  a  surety 
and  is  liable  only  in  case  the  purchaser  fails  to  pay. 

A  del  credere  arrangement  gives  the  consignor  re¬ 
course  against  the  goods,  since  he  has  not  parted  with 
title ;  recourse  against  the  proceeds  if  the  agent  sells ; 
recourse  against  the  person  to  whom  the  agent  sells; 
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and  finally,  if  all  these  fail,  recourse  against  the  agent 
on  his  guaranty. 

The  additional  commission  which  the  agent  receives  for 
guaranteeing  the  accounts  is  called  a-  del  credere  com¬ 
mission. 

Security  thru  Insurance.  It  is  now  possible  to  obtain 
protection  thru  insurance  against  loss  from  almost  any 
contingency.  A  few  of  the  comparatively  recent  develop¬ 
ments  in  the  insurance  field  that  are  of  special  importance 
to  business  are: 

1.  Liability  Insurance.  This  form  of  insurance  in¬ 
demnifies  the  insured  against  loss  or  liability  due  to 
bodily  injuries  sustained  by  others  or  to  injuries  to  the 
property  of  others.  The  coverage  of  liability  policies 
may  be  any  legal  liabilities  within  the  contemplation  of 
the  parties  as  indicated  by  them  in  the  contract  of  insur¬ 
ance. 

Liability  under  the  workmen’s  compensation  laws  and 
liability  to  others  for  injuries  resulting  from  the  owner¬ 
ship  and  use  by  the  insured  of  an  automobile  are  exam¬ 
ples  of  this  form  of  insurance. 

2.  Fidelity  Insurance.  This  form  of  insurance  pro¬ 
tects  against  loss  arising  from  lack  of  honesty  or  fidelity 
in  employes  or  other  persons  holding  positions  of  trust. 
The  policy  may  be  taken  out  by  the  employer  for  his  own 
benefit  or  the  employe  may  take  it  for  the  benefit  of  the 
employer. 

3.  Title  Insurance.  This  protects  against  loss  result¬ 
ing  from  defects  in  the  title  to  real  property. 

4.  Credit  Insurance.  Credit  insurance  affords  protec¬ 
tion  to  those  who  extend  credit  to  others.  Its  purpose  is 
to  provide  for  indemnity  against  losses  resulting  from  the 
insolvency  of  customers  to  whom  credit  is  extended. 

The  credit  losses  insured  against  are  carefully  defined 
in  the  policy,  which  usually  requires  the  insured  to  stand 
the  normal  credit  losses  of  his  business,  estimated  as  a 
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percentage  of  the  gross  sales  and  based  upon  the  past 
experience  of  the  business.  Furthermore,  a  certain  per¬ 
centage  of  the  insured  portion  of  the  credit  losses  must 
be  borne  by  the  insured  as  co-insurer.  This  is  to  reduce 
the  moral  risk.  The  policy  further  protects  the  insur¬ 
ance  company  by  requiring  that  persons  to  whom  credit 
is  extended  have  a  satisfactory  credit  rating  with  some 
acceptable  mercantile  agency. 

Insurance  an  Indirect  Aid  to  Credit.  Fire  and  life  insur¬ 
ance  are  indirect  aids  to  credit.  The  destruction,  by  fire, 
of  business  property  not  insured,  may  destroy  the  own¬ 
er’s  ability  to  pay.  Life  is  uncertain  and  frequently  the 
entire  success  of  a  business  is  dependent  upon  the  life 
of  one  man.  The  credit  of  a  man  whose  life  is  insured 
for  the  benefit  of  his  estate  is  naturally  better  than  that 
of  one  whose  life  is  not  so  insured. 

Under  the  law  of  insurance,  a  creditor  has  an  insurable 
interest  in  his  debtor’s  life;  and  certainly  a  debtor  may 
insure  his  own  life  for  the  benefit  of  his  creditor;  or,  if 
his  life  is  already  insured  as  heavily  as  he  wishes  it,  he 
may  assign  the  policy  to  his  creditors — if  the  terms  of 
the  policy  or  the  regulations  of  the  insurance  company 
permit. 

The  advantages  of  various  forms  of  property  insurance 
are  recognized  to  such  an  extent  that  it  is  common  to 
insert  clauses  in  mortgages  requiring  the  mortgagor  to 
keep  the  property  insured  for  the  benefit  of  the  mort¬ 
gagee. 

A  loan  secured  by  a  mortgage  is  made  more  secure 
if  the  property  covered  by  the  mortgage  is  insured. 

The  mortgagee  has  an  insurable  interest  and  he  may 
insure  on  his  own  account,  but  it  is  customary  to  require 
the  mortgagor  to  insure  and  to  bear  the  expense  of  the 
insurance. 

Bulk  Sales  Laws.  Where  goods  are  sold  on  credit  to  a 
merchant,  it  is  the  expectation  of  the  seller  that  the  mer- 
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chant  will  retain  the  goods  until  he  can  sell  them  in  the 
ordinary  course  of  his  business  and  that  the  proceeds 
from  his  sale  of  the  goods  will  be  used  to  pay  for  them. 
In  the  meantime,  the  goods  in  stock  will  be  subject  to 
execution  if  it  should  become  necessary  to  resort  to  legal 
procedure  to  collect  the  debt.  But,  in  the  absence  of  a 
statute  or  a  contract  to  the  contrary,  the  merchant  is  at 
liberty  to  sell  all  the  goods,  or  any  part  of  them,  at  one 
time,  and  thus  cut  off  all  recourse  against  the  goods.  To 
prevent  merchants  who  are  heavily  indebted  from  mak¬ 
ing  secret  sales  of  their  stocks  of  goods  for  the  purpose 
of  defrauding  creditors,  bulk  sales  laws  have  been  en¬ 
acted  in  all  the  states.  These  laws  protect  the  creditors 
by  requiring  that  they  be  given  notice  a  reasonable  time 
before  such  bulk  sales  are  made. 

The  usual  provisions  are  that — 

The  buyer  shall  obtain  from  the  seller  a  list  showing  the  names 
and  addresses  of  the  creditors  of  the  seller  and  the  amount  owed  to 
each. 

The  buyer,  at  least  five  days  before  taking  possession  of  the  goods 
or  fixtures,  or  paying  for  them,  shall  notify  every  creditor  whose 
name  appears  on  the  list  or  of  whom  he  knows,  either  personally  or 
by  registered  mail,  of  the  proposed  sale,  the  price,  the  terms,  and 
the  conditions  of  the  sale. 

If  the  provisions  stated  above  are  not  complied  with,  then  the 
sale  shall  be  (a)  void,  or  (b)  fraudulent  and  void,  or  (c)  presumed 
to  be  fraudulent  and  void. 

In  the  states  where  such  sales  are  merely  “presumed 
to  be  fraudulent  and  void,”  it  is,  of  course,  open  to  the 
parties  to  show  that  there  was  no  fraud.  In  a  few  states, 
the  law  requires  that  the  buyer  see  to  it  that  the  pur¬ 
chase  money  be  distributed  among  the  creditors  in  pro¬ 
portion  to  their  claims. 

The  rights  of  a  creditor,  where  the  Bulk  Sales  Law  has 
not  been  complied  wdth,  are  against  the  goods,  if  they 
are  still  in  the  hands  of  the  purchaser  and  can  be  identi¬ 
fied.  (By  “the  purchaser”  is  meant  he  who  buys  the 
goods  from  the  debtor.) 
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But  where  the  goods  have  passed  out  of  the  pur¬ 
chaser  s  possession  or  where  they  have  been  so  mingled 
with  his  own  goods  that  they  cannot  be  identified,  the 
creditor’s  rights  are  usually  against  the  purchaser  him¬ 
self.  This  is  the  general  rule,  altho  in  some  jurisdictions 
the  purchaser  is  held  personally  liable  even  tho  the  goods 
are  still  in  his  possession  and  are  readily  ascertainable. 

Where  the  creditor’s  rights  are  against  the  goods,  the 
proper  remedy  is  by  attachment  of  the  stock  in  the  hands 
of  the  purchaser,  or  by  garnishment. 


OBTAINING  LEGAL  SECURITY 
Part  II 
Suretyship 

NY  form  of  obligation  under  which  one  person  is 


bound  to  pay  the  debt  or  answer  for  the  default 


of  another  may  properly  be  called  suretyship. 

Suretyship  may  be  created  by  express  contract  or  may 
arise  by  operation  of  law;  but  when  it  is  once  created,  the 
rules  of  law  governing  the  relationship  are  the  same  no 
matter  in  what  way  it  was  created. 

In  every  case  of  suretyship  there  is  a  debt  or  duty, 
a  creditor  to  whom  the  debt  or  duty  is  owed,  a  prin¬ 
cipal  debtor  who  owes  the  debt  or  duty  in  the  first 
place,  and  one  or  more  sureties  who  are  bound  with 
the  principal  debtor  to  the  creditor. 

Where  there  are  more  sureties  than  one,  they  are  called 
co-sureties.  A  surety  may  be  bound  unconditionally  to 
pay  the  debt  to  the  creditor;  if  so,  he  is  known  as  a 
“strict  surety.”  He  may  be  bound  to  pay  if  the  principal 
debtor  does  not ;  if  so,  he  is  properly  called  a  guarantor. 
He  may  be  merely  a  guarantor  of  collectibility,  as  where 
he  guarantees  the  “collection,”  or  “payment  and  col¬ 
lection,”  or  the  “ultimate  payment”  of  the  debt.  A  dis¬ 
tinction  must  be  made  between  a  guaranty  of  payment 
and  a  guaranty  of  collection. 

Forms  of  Suretyship.  Suretyship  may  embrace  several 
forms:  that  of  strict  surety  mentioned  above,  that  of 
the  guarantor,  or  that  of  the  indorser  on  negotiable  in¬ 
struments.  The  rights  and  liabilities  of  the  indorsers  of 
negotiable  instruments  have  been  adequately  treated  in 
Executive  Manual  97. 

A  grantee  of  mortgaged  land,  who  assumes  the  mort¬ 
gage  debt,  becomes,  a  principal  debtor  and  his  grantor 
becomes  his  surety  for  the  debt,  as  between  themselves. 
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Likewise,  where  a  lessee  who  is  personally  bound  to  pay 
rent  on  his  lease  assigns  the  lease,  he  stands  in  the  posi¬ 
tion  of  a  surety  for  the  rent,  altho  the  assignee  is  held 
primarily  liable.  A  similar  case  of  suretyship  arises  when 
a  partnership  is  dissolved  and  one  of  the  partners  assumes 
the  firm’s  debts.  He  thereby  becomes  principal  and  the 
other  partners  become  sureties  for  the  debts  as  between 
themselves. 

Property  may  stand  in  the  position  of  surety  for  a 
debt,  as  where  a  man  pledges  his  property  as  security 
for  the  performance  of  the  obligation  of  another. 

Capacity  of  Parties  to  Become  Sureties.  The  law  in  re¬ 
gard  to  capacity  of  parties  to  become  sureties  is  the  same 
as  the  law  on  the  capacity  of  parties  to  make  contracts, 
because  suretyship  is,  for  the  most  part,  a  matter  of  con¬ 
tract. 

A  corporation  as  a  rule  has  no  power  to  become  a 
surety,  unless  such  power  can  be  implied  from  the 
nature  of  its  business. 

Such  a  power  is  implied  whenever  it  is  usual  or  neces¬ 
sary  in  the  conduct  of  the  corporation’s  business;  but 
corporations  cannot  became  accommodation  indorsers. 

Surety  and  guaranty  companies  are  organized  under 
statutes  for  the  express  purpose  of  becoming  sureties. 
But  the  principles  of  law  applying  to  them  are  more  like 
those  applying  to  insurance  companies  than  to  ordinary 
sureties.  In  fact,  surety  bonds  issued  by  such  companies 
are,  in  effect,  insurance  policies. 

One  of  the  reasons  why  the  courts  apply  different  rules 
to  corporate  suretyship  from  those  that  apply  to  indi¬ 
vidual  suretyship  is  that  the  corporate  surety  becomes 
such  for  a  fee  or  a  premium,  while,  as  a  general  rule,  the 
individual  surety  receives  no  compensation.  Another 
reason  is  that  the  surety  company  draws  its  own  contract, 
whereas  the  individual  surety  usually  has  nothing  to  say 
as  to  the  provisions  of  the  contract  which  he  signs. 
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The  modern  married  women’s  statutes  have  removed 
the  disabilities  of  married  women  in  most  states.  But  in 
a  few  states,  there  are  still  restrictions  as  to  their  becom¬ 
ing  surety.  In  Alabama  and  Vermont,  a  married  woman 
cannot  become  a  surety  for  her  husband.  In  Texas,  a 
married  woman  cannot  become  a  surety  without  the 
joinder  of  her  husband;  while  in  the  District  of  Columbia, 
Georgia,  Kentucky,  and  Pennsylvania,  she  cannot  become 
a  surety  at  all. 

The  Question  of  Consideration.  A  contract  of  suretyship 
must  be  supported  by  consideration.  This  must  consist 
of  some  detriment  to  the  promisee,  the  creditor.  What¬ 
ever  consideration  is  sufficient  to  sustain  the  promise  of 
the  principal  debtor  will  sustain  a  surety’s  promise  which 
is  made  at  the  same  time.  This  is  true  whether  the  con¬ 
tract  be  one  of  strict  suretyship  or  of  guaranty. 

When  the  contract  between  the  creditor  and  the 
principal  is  induced  by  the  surety’s  promise  to  the 
creditor,  the  making  of  the  contract  is  sufficient  con¬ 
sideration.  But,  when  the  surety’s  promise  is  sub¬ 
sequent  to  the  creation  of  the  debt  and  is  not  an  in¬ 
ducement  to  it,  there  must  be  some  new  consideration 
or  the  promise  will  be  void. 

An  agreement  by  the  creditor  to  forbear  the  collection 
of  the  debt  for  a  definite  time  is  a  good  consideration  for 
the  surety’s  promise,  as  is  an  agreement  to  extend  the 
time  of  payment.  Any  other  consideration  sufficient  to 
support  a  contract  may  be  given  to  make  the  surety’s 
promise  binding. 

The  Statute  of  Frauds.  The  fourth  section  of  the  old 
English  statute  of  frauds  contains  among  other  provisions 
the  following: 

No  action  shall  be  brought  whereby  to  charge  the  defendant 
upon  any  special  promise  to  answer  for  the  debt,  default,  or  mis¬ 
carriage  of  another  person;  unless  the  agreement  upon  which  action 
shall  be  brought,  or  some  memorandum  or  note  thereof,  shall  be  in 
writing,  and  signed  by  the  party  to  be  charged  therewith,  or  some 
person  thereunto  by  him  lawfully  authorized. 
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Substantially  this  provision  has  been  enacted  in  all  the 
states. 

It  has  been  held  that  contracts  of  strict  suretyship  are 
not  covered  by  this  statute  because  the  debt  in  such  a 
case  is  the  surety’s  own  debt.  He  does  not  agree  to  pay 
if  the  principal  does  not,  but  makes  an  unconditional 
promise  to  pay.  A  guaranty,  on  the  other  hand,  is  clearly 
a  promise  to  pay  the  debt  of  another,  and  must  be  in 
writing  under  this  statute. 

These  distinctions  seem  clear  and  easy  to  make  but 
there  are  many  cases  in  which  it  is  extremely  difficult  to 
determine  whether  the  contract  must  be  in  writing  under 
this  statute. 

The  practical  procedure  is  to  put  all  surety  contracts, 
whether  they  he  guaranty  or  strict  suretyship,  in 
writing. 

Remedies  of  the  Surety.  The  liabilities  of  the  surety  are, 
for  the  most  part,  fixed  by  the  contract  of  suretyship. 
They  may  be  to  pay  unconditionally,  to  pay  if  the  princi¬ 
pal  does  not,  to  pay  if  the  debt  cannot  be  collected  from 
the  principal,  or  upon  any  other  conditions  that  may  be 
agreed  upon. 

The  law  gives  the  surety  certain  rights  and  remedies, 
which  are  important  because  the  surety  may  have  to 
make  use  of  them  for  his  own  protection.  Briefly  these 
remedies  or  rights  are: 

1.  The  right  of  subrogation. 

2.  The  right  to  indemnity. 

3.  The  right  to  contribution. 

4.  The  right  to  exoneration. 

Subrogation  is  the  right  of  the  surety  who  pays  the 
debt  to  stand  in  the  shoes  of  the  creditor  and  enforce  any 
rights  the  creditor  may  have  against  the  principal  debtor 
and  against  any  securities  which  the  creditor  may  hold. 

Indemnity  is  the  right  which  the  surety  has  against 
the  principal  debtor  to  be  reimbursed  for  what  he  has 
paid  out  on  the  account  of  the  principal  debtor. 
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Neither  the  right  of  subrogation  nor  the  right  of  in¬ 
demnity  comes  into  existence  until  the  original  debt  falls 
due.  Hence  if  the  surety  pays  the  debt  before  it  is  due, 
he  will  have  to  wait  until  the  debt  falls  due  before  he 
can  exercise  either  one  of  these  rights. 

Contribution  is  the  right  which  one  of  several  co-sure¬ 
ties  has  against  the  others  when  he  pays  more  than  his 
proportionate  share  of  the  debt  upon  which  the  principal 
has  defaulted. 

Exoneration  is  the  right  of  the  surety,  after  the  debt 
falls  due,  to  call  upon  the  principal  debtor  to  pay  the 
debt  and  thus  relieve  him  from  liability ;  or,  if  there  are 
other  sureties,  exoneration  includes  the  right  to  call  upon 
them  to  contribute  their  share  toward  paying  the  debt. 

All  of  these  rights  are  rights  given  under  the  princi¬ 
ples  of  equity  and  are  not  dependent  upon  the  express 
terms  of  the  contract  of  suretyship. 

Matters  that  Discharge  the  Surety.  It  may  be  stated  as 
a  general  rule  that  any  act  of  the  creditor  which  af¬ 
fects  adversely  any  right  of  the  surety  wall  discharge  the 
surety. 

A  material  alteration  of  the  contract  without  the  con¬ 
sent  of  the  surety,  either  with  or  without  the  consent 
of  the  principal,  releases  the  surety. 

There  seems  to  be  an  exception  to  this  rule  in  the  case 
of  minor  changes  in  the  case  of  building  contracts,  be¬ 
cause  it  is  to  be  expected  that  slight  modifications  are 
likely  to  become  necessary  as  the  work  progresses. 

Fraud  on  the  part  of  the  creditor  in  procuring  the  con¬ 
tract  with  the  principal  in  the  first  place  will  be  a  defense 
to  the  surety,  unless  the  surety  knew  of  the  fraud  at  the 
time  he  became  a  surety. 

Granting  an  extension  of  the  time  of  payment  to 
the  principal  will  release  the  surety  because  it  affects 
his  right  to  pay  the  debt  and  proceed  against  the 
principal  for  indemnity  or  by  way  of  subrogation. 
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To  have  this  effect,  however,  the  extension  must  be  a 
binding  contract.  A  mere  promise  not  to  sue,  not  sup¬ 
ported  by  consideration,  is  not  enough. 

When  a  creditor  has  securities  in  his  hands  for  the  debt, 
the  surety  may  pay  off  the  debt  when  it  falls  due  and  be 
subrogated  to  the  creditor’s  rights  against  the  securities. 
Hence,  if  the  creditor  surrenders  or  releases  any  such 
securities,  he  thereby  discharges  the  surety  to  the  extent 
of  the  securities  he  gives  up. 

Payment  of  the  debt  obviously  discharges  the  surety 
because  it  discharges  the  debt  for  which  the  surety  was 
liable.  If  the  principal  debtor  tenders  payment  of  the 
debt  after  it  is  due  and  the  creditor  refuses,  this  dis¬ 
charges  the  surety.  Likewise  the  surety  is  discharged  if 
he  offers  to  pay  and  the  creditor  refuses  to  accept;  and 
the  surety  does  not  have  to  keep  the  tender  good.  Any 
co-sureties  would  also  be  discharged  by  tender. 

It  has  been  held  that  if  a  creditor  gives  notice  to  a 
surety  that  the  debt  has  been  paid,  and  the  surety 
relying  upon  this  notice  changes  his  position,  as  by 
giving  up  securities,  or  otherwise  sustains  loss,  the 
surety  is  discharged,  even  tho  the  notice  was  given 
by  mistake  and  without  fraudulent  intent. 

Matters  Which  Do  Not  Discharge  the  Surety.  While  I  he 
courts  are  jealous  of  the  rights  of  sureties  and  seem  to 
favor  them  in  many  ways,  there  are  a  number  of  matters 
which,  tho  at  first  glance  they  seem  to  affect  the  rights 
of  sureties,  are  found  upon  further  consideration  not  to 
affect  them. 

Where  no  fraud  or  duress  on  the  part  of  the  creditor 
is  involved,  the  fact  that  the  principal  debtor  is  not 
legally  bound  will  not  prevent  the  creditor  from  hold¬ 
ing  the  surety. 

Situations  of  this  kind  may  arise  in  various  ways,  as 
where  the  principal  is  an  infant  and  has  elected  to  dis¬ 
affirm,  or  where  a  corporation  makes  an  ultra  vires  con¬ 
tract.  Doubt  as  to  the  validity  of  the  original  contract 
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as  against  the  principal  may  be  the  very  reason  for 
having  a  surety.  This  is  often  the  case  where  mfan  s 
contracts  are  involved. 

The  discharge  of  the  principal  in  bankruptcy  so  that 
he  is  no  longer  liable  for  the  debt  does  not  discharge 
the  surety. 

If  this  were  not  true,  the  chief  reason  for  having  a 
surety  would  be  gone.  If  a  co-surety  is  discharged  in 
bankruptcy,  the  other  sureties  are  not  released. 

Failure  of  the  creditor  to  press  his  claim  against  the 
principal  after  it  falls  due,  even  where  the  surety  requests 
it,  will  not  release  the  surety.  If  the  surety  considers 
that  the  creditor  is  not  exercising  due  diligence,  he  has 
the  right  to  pay  off  the  debt  and  then  proceed  against 
the  principal.  However,  if  the  creditor  gives  the  princi¬ 
pal  a  binding  extension  of  time  on  the  debt,  the  sinety 
is  released.  A  failure  to  foreclose  a  mortgage  held  by 
the  creditor  to  secure  the  debt  will  not  discharge  the 

surety. 

When  the  creditor  releases  one  of  several  co-sureties, 
the  others  are  released  to  the  extent  to  which  their 
right  of  contribution  is  aifected. 

There  is  a  way,  however,  by  which  the  creditor  may,  in 
effect,  release  one  surety  while  still  retaining  his  rights 
against  the  other.  He  may  enter  into  a  covenant  with  the 
surety  whom  he  wishes  to  release,  not  to  sue  him.  He 
still  has  the  right  to  proceed  against  the  other  sureties. 
A  release  of  one  of  several  co-sureties  which  reserves  all 
rights  against  the  other  sureties  is  treated  as  a  covenant 
not  to  sue  and  so  the  other  sureties  are  not  released. 
Their  right  to  proceed  against  the  released  surety  (the 
right  to  contribution)  is  preserved,  however. 

Death  of  a  surety  does  not  ordinarily  terminate  his 
contract;  if  default  occurs  after  his  death,  his  estate 
is  liable. 

This  is  especially  true  where  the  surety  bond  binds  his 
“heirs,  executors,  and  administrators.” 
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Part  III 

Real  Estate  Mortgages 

BROADLY  speaking,  a  mortgage  is  a  conveyance  of 
land  as  security  for  a  debt.  The  person  who  owns 
the  land  and  makes  the  mortgage  is  called  the 
mortgagor,  and  the  person  to  whom  the  mortgage  is  given 
is  called  the  mortgagee. 

The  early  form  of  land  mortgage  consisted  of  an  abso¬ 
lute  conveyance  of  the  land  with  the  provision  that  if 
the  mortgagor  paid  the  debt  secured  by  the  mortgage  at 
a  certain  date,  he  could  have  the  land  back.  Meanwhile, 
the  mortgagee  had  possession  and  use  of  the  land.  The 
only  right  the  mortgagor  had  was  to  get  the  land  back 
if  he  paid  on  the  day  set.  If  he  did  not  pay  on  the  day 
set,  the  mortgagee  became  the  absolute  owner  of  the  land. 

The  Equity  of  Redemption.  The  injustice  that  resulted 
when  mortgagors  lost  valuable  properties  because  they 
were  not  able  to  repay  a  small  loan  upon  the  appointed 
day,  gave  rise  to  the  equity  of  redemption. 

The  equity  of  redemption  is  the  right  which  courts 
of  equity  give  the  mortgagor  after  the  condition  in 
the  mortgage  is  broken,  to  pay  the  mortgagee  the 
amount  of  the  debt  with  interest  and  costs  and  to 
compel  the  mortgagee  to  reconvey  the  land  to  the 
mortgagor. 

This  right  must  be  exercised  within  a  certain  time, 
which  is  now  fixed  by  statute. 

When  the  foregoing  principle  of  the  equity  of  redemp¬ 
tion  had  become  fully  established,  creditors  tried  to  de¬ 
vise  ways  of  getting  around  it  by  having  the  mortgagor 
enter  into  an  agreement  to  limit  or  cut  off  the  right  of 
redemption.  The  courts,  however,  refused  to  permit 
mortgagors  to  waive  their  right  of  redemption. 
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Two  Theories  as  to  the  Nature  of  Mortgages.  W  ith  the 

gradual  development  and  extension  of  mortgages,  there 
grew  up  two  distinct  theories  in  regard  to  their  nature: 

1.  The  mortgage-at-law  or  the  title  theory. 

2.  The  mortgage-in-equity  or  the  lien  theory. 

The  lien  theory  was  the  result  of  the  hardship  occa¬ 
sioned  by  the  strict  construction  of  the  terms  of  the  mort¬ 
gage  in  the  law  courts.  Thus  when  a  person  has  lost  his 
land  by  his  failure  to  comply  with  some  provision  of  the 
mortgage,  equity  permits  him  to  step  in  and  redeem  his 
land  upon  terms  fixed  by  the  court. 

The  lien  theory  of  mortgages,  which  regards  a  mort¬ 
gage  as  a  security  for  a  debt,  is  the  law  in  the  great 
majority  of  the  states. 

A  mortgage  in  a  court  of  law  is  an  estate ;  in  a  com  t 
of  equity,  it  is  a  security  only.  At  law,  the  legal  title  to 
the  land  vests  in  the  mortgagee,  and  this  title  can  be 
defeated  only  upon  fulfillment  of  the  conditions  expressed 
in  the  mortgage.  In  equity,  the  legal  title  vests  in  the 
mortgagee  only  for  the  purpose  of  protecting  his  inter¬ 
est;  to  make  his  title  absolute,  he  must  foreclose  when 
the  contract  is  breached. 

Under  both  theories  the  mortgagor’s  interest  is  as  fol¬ 
lows: 

1.  His  interest  in  the  land  may  be  sold  on  execution. 

2.  His  interest  may  be  disposed  of  by  will  as  real  estate. 

3.  His  interest  descends  to  his  heirs  upon  his  death  as  real 
estate. 

4.  His  widow  is  entitled  to  dower. 

5.  He  is  a  freeholder. 

6.  He  may  maintain  an  action  to  recover  possession  from  a 
trespassor. 

Under  both  theories  the  mortgagee’s  interest  is  as 
follows : 

1.  He  has  no  estate  that  can  be  sold  on  execution. 

2.  His  widow  has  no  right  of  dower  in  it. 
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3.  Upon  his  death,  the  mortgage  passes  to  his  personal  repre¬ 
sentatives  (executors  or  administrators)  as  personal  prop¬ 
erty. 

4.  It  passes  by  will  as  personal  property. 

Under  the  common-law  view  the  mortgagee  has  title 
and  the  right  to  immediate  possession  of  the  land  unless 
otherwise  provided  by  the  mortgage;  and  upon  default 
he  is  always  entitled  to  possession  and  may  secure  posses¬ 
sion  by  an  action  at  law.  Under  the  equitable  view,  the 
mortgagor  is  entitled  to  possession  until  foreclosure. 

Forms  of  Mortgage.  No  particular  form  is  necessary  to 
constitute  a  mortgage.  But  it  must  be  in  writing,  must 
clearly  indicate  the  creation  of  a  lien,  and  must  specify 
the  debt  for  which  it  is  given  as  security  and  the  prop¬ 
erty  upon  which  it  is  given.  A  mortgage  may  also  in¬ 
clude  any  provisions  mutually  agreed  upon  between  the 
parties,  such  as  the  payment  of  taxes  and  insurance, 
repairs,  etc.,  attorneys’  fees,  and  costs  of  foreclosure. 

A  form  of  mortgage  still  much  used  in  states  where  the 
title  theory  applies,  is  a  deed  which  conveys  the  property 
to  the  mortgagee,  subject  to  a  condition.  It  must  be 
executed  with  all  the  formalities  of  a  deed  conveying 
land :  it  must  be  signed,  sealed,  and  delivered.  The  con¬ 
dition  (called  defeasance)  need  not  be  incorporated  in 
the  deed  of  conveyance,  but  may  be  in  the  form  of  a 
separate  deed.  If  separate,  it  must  be  executed  at  the 
same  time  as  the  other  deed  or  as  a  part  of  the  same 
transaction.  Usually,  however,  the  conveyance  of  title 
and  the  condition  are  in  the  same  instrument. 

In  states  where  the  lien  theory  applies,  short  forms  of 
mortgages  are  usually  authorized  by  statute,  and  a  mort¬ 
gage  is  usually  not  such  a  formal  technical  instrument  as 
in  “title”  states. 

Mortgages  are,  in  all  states,  required  t®  be  recorded 
if  the  mortgagee  desires  to  be  protected  against  sub¬ 
sequent  purchasers  of  the  land  for  value. 


24 


OBTAINING.  LEGAL  SECURITY 


Where  the  mortgage  is  recorded,  the  record  is,  to  all 
purchasers,  constructive  notice  of  the  mortgagee  s  right. 

Deed  of  Trust.  Trust  deeds  are  often  used  in  the  place 
of  ordinary  mortgages  for  the  purpose  of  securing  debts. 
The  property  is  conveyed  to  a  trustee  to  hold  in  trust, 
and,  if  the  payment  is  made,  the  trustee  is  to  reconvey 
the  property  to  the  grantor.  If  there  is  default  in  pay¬ 
ment,  the  trustee  sells  the  property  and  applies  the  pro¬ 
ceeds  to  the  payment  of  the  debt  secured. 

Thus,  in  effect,  the  trust  deed  is  a  mortgage.  .  It  is  par¬ 
ticularly  convenient  where  the  loan  is  subscribed  by  a 
large  number  of  persons.  When  it  is  desired  to  issue 
bonds  secured  by  a  mortgage  on  certain  railroad  property, 
for  instance,  a  trust  deed  may  be  made  to  secure  the 
whole  issue.  The  bonds  are  then  sold  to  the  general  pub¬ 
lic.  It  would  be  impracticable  in  such  cases  to  give  each 
bond  holder  a  separate  mortgage. 

Equitable  Mortgages.  There  are  many  transactions  or 
agreements  which  are  intended  to  give  a  lien  on  propeity 
as  a  security  but  are  not  executed  in  such  form  that  they 
may  be  recognized  as  mortgages  by  courts  of  law. 

Such  transactions  or  agreements,  tho  not  recognized  by 
the  law  courts,  are  given  effect  as  mortgages  in  courts  of 
equity;  and,  for  this  reason,  they  are  generally  spoken  of 
as  “equitable  mortgages,”  or,  at  times,  as  “equitable 
liens.” 

Equitable  mortgages  usually  arise  in  one  of  the  fol¬ 
lowing  ways: 

1.  By  absolute  conveyance  intended  as  a  mortgage. 

2.  By  vendor’s  lien.  This  is  a  lien  on  land  sold,  arising  in 
equity  in  favor  of  the  vendor  to  secure  the  payment  of 
the  purchase  money.  The  lien  exists  without  any  special 
agreement. 

3.  By  informal  mortgages.  These  are  instruments  which  are 
intended  to  be  legal  mortgages,  but  which  are  lacking  in 
some  formality  required  by  law,  such  as  acknowledgment. 
They  include  also  many  transactions  which  are  held  to  be 
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equitable  mortgages  regardless  of  the  intentions  of  the 
parties. 

There  are  also  many  “informal  agreements”  which  im¬ 
pose  liens  on  property  but  are  not  intended  to  be  in  the 
form  of  legal  mortgages. 

The  lien  of  an  equitable  mortgage  is  good  in  equity 
as  between  the  parties  themselves.  It  is  good  also 
against  subsequent  purchasers  and  encumbrancers 
of  the  property  except  those  who  had  no  notice 
thereof  and  gave  value. 

In  some  states,  equitable  mortgages,  if  in  writing,  may 
be  recorded  just  as  legal  mortgages  may  be,  and  this  gives 
constructive  notice  of  their  existence;  in  other  states, 
they  cannot  be  recorded. 

Parties  to  Mortgages.  In  general,  any  person  who  has 
legal  capacity  to  act  for  himself  may  make  a  mortgage 
of  his  property  or  may  authorize  anyone  to  do  this  in  his 
behalf. 

Persons  acting  for  infants,  insane  persons  or  others 
who  are  without  legal  capacity  to  act  for  themselves, 
cannot  make  a  valid  mortgage  without  authority 
from  the  courts  which  have  jurisdiction  granted  by 
statute  for  the  purpose. 

A  trustee,  an  executor,  or  an  administrator  must  also 
have  authority  from  the  court  in  order  to  execute  a  valid 
mortgage  on  property  which  he  holds  in  trust. 

A  mortgage  made  by  an  infant  is  voidable  only.  If  he 
wishes  to  disaffirm,  he  must  do  so  promptly  on  becoming 
of  age. 

By  statute  adopted  in  some  of  the  states,  a  married 
woman  may  mortgage  her  separate  property  as  if  she 
were  unmarried.  Partners  may  mortgage  their  real  estate 
holdings  for  partnership  debts  only.  One  partner  cannot 
mortgage  his  interest  in  partnership  land  so  as  to  bar 
creditors  of  the  partnership.  Corporations  may  mort¬ 
gage  their  real  estate  for  the  purposes  of  their  business, 
and  so  may  municipal  corporations. 
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As  to  the  power  to  mortgage  for  another,  the  general 
rule  of  law  is  this: 

When  power  is  given  by  will  or  deed  or  power  of 
attorney  to  sell  and  convey  real  estate,  the  power  to 
mortgage  is  not  included. 

The  power  to  mortgage  must  be  clearly  shown.  A  per¬ 
son  conveying  land  under  a  power  of  attorney  must  ex¬ 
ecute  the  paper  in  the  name  of  his  principal  by  himself  as 

attorney. 

Anyone  capable  of  holding  real  estate  may  be  a  mort¬ 
gagee. 

What  Property  Can  Be  Mortgaged?  In  general,  any 
interest  in  land  which  can  be  sold,  granted,  or  assigned, 
may  be  mortgaged.  Equitable  interests,  as  well  as  legal 
interests,  may  be  mortgaged.  Some  of  the  common  in¬ 
terests  subject  to  mortgage  are:  fee  simple  estates,  estates 
for  life,  estates  for  years  or  leaseholds,  the  dower  interest 
of  a  widow  or  the  curtesy  of  a  husband,  a  mortgagee  s 
interest,  and  a  mortgagor’s  interest. 

Land  may  be  mortgaged  separately  from  the  improve¬ 
ments,  or  the  improvements  separately  from  the  land.  A 
land  owner  may  mortgage  crops  growing  on  the  land. 
Property  which  one  does  not  own,  but  expects  to 
acquire  in  the  future,  is  not  subject  to  present  sale 
and  hence  cannot  be  mortgaged.  But  if  an  attempt 
is  made  to  mortgage  property  to  he  acquired,  and 
such  property  is  subsequently  acquired,  while  there 
is  no  legal  mortgage,  equity  creates  a  lien  as  soon  as 
the  property  is  acquired,  which  is  good  against  the 
mortgagor  and  all  persons  who  subsequently  acquire 
rights  in  the  property  and  are  not  bona  fide  pur¬ 
chasers  for  value  without  notice. 

The  rule  that  a  legal  mortgage  cannot  be  made  on 
property  to  be  acquired  in  the  future  has  an  apparent 
exception.  When  there  is  a  mortgage  on  land,  and  when 
a  building  or  other  improvement  is  erected  on  and  at¬ 
tached  to  the  land,  the  improvement  becomes  a  part  of 
the  land  and.  consequently,  is  covered  by  the  mortgage. 
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Transfer  of  Mortgaged  Property.  The  mortgagor  can 
give,  sell,  or  will  the  mortgaged  property;  if  he  dies  in¬ 
testate,  the  mortgaged  property  passes  to  his  heirs  if 
he  has  a  freehold  interest  greater  than  a  life  estate;  and 
it  passes  to  his  personal  representatives  if  he  has  less  than 
a  freehold. 

Any  person  who  derives  his  right  to  the  property  thru 
the  mortgagor,  as  an  assignee  or  an  heir,  stands  in  the 
same  position  as  the  mortgagor  and  may  have  the  same 
rights  as  the  mortgagor  had,  but  no  greater  rights.  A 
transferee  of  the  mortgagor’s  interest  may  redeem  the 
land,  and  may  require  a  mortgagee  in  possession  to  ac¬ 
count  for  rents  and  profits,  or  he  may  enforce  any  other 
rights  which  the  mortgagor  had. 

One  who  takes  a  conveyance  of  mortgaged  property 
is  not,  because  of  the  conveyance,  personally  liable 
for  the  debt  secured  by  the  mortgage.  The  land  is 
liable,  not  the  transferee.  He  is  not  personally  liable 
unless  he  agrees  expressly  or  impliedly  that  he  will 
assume  or  pay  the  mortgage  debt. 

When  he  assumes  the  debt,  he  becomes  the  person  pri¬ 
marily  liable  to  pay  it  as  between  him  and  the  mortgagor, 
for  he  has  promised  the  mortgagor  that  he  will  pay  it. 
The  mortgagor  then  becomes  a  surety  for  the  payment  of 
the  debt.  This,  however,  has  no  effect  on  the  right  of 
the  mortgagee  against  the  mortgagor  personally. 

Transfer  of  Debt  or  Mortgage.  In  states  where  the  title 
theory  prevails,  there  must  be  a  conveyance  sufficient  to 
pass  title  to  land  in  order  to  transfer  the  mortgage,  since 
the  mortgagee  has  the  legal  title  to  the  land.  Some  states 
have,  by  statute,  provided  simple  forms  of  transfer.  In 
♦any  event,  the  transfer  ought  to  be  in  writing,  and  it 
should  be  recorded  in  order  to  protect  the  assignee  against 
subsequent  bona  fide  purchasers. 

In  equity,  since  the  making  of  the  mortgage  is  regarded 
as  a  transaction  for  the  purpose  of  securing  a  debt,  the 
debt  is  the  principal  thing  and  the  mortgage  is  an  inci- 
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dent  to  the  debt.  The  mortgage  is  not  enforcible  except 
by  the  owner  of  the  debt.  If  the  debt  is  assigned,  the 
assignee  has  the  benefit  of  the  mortgage,  and,  m  many 
states,  all  the  rights  and  remedies  of  the  mortgagee  are 
conferred  on  him.  Where  the  mortgagee  has  the  legal 
title  and  assigns  the  debt  alone,  he  holds  the  mortgage  in 
trust,  after  the  assignment,  for  the  benefit  of  the  assignee. 

If  a  part  of  the  mortgage  debt  is  assigned,  the  assignee 
is  entitled  to  the  benefit  of  the  mortgage  security.  The 
debt  is  frequently  evidenced  by  several  promissory  notes 
or  bonds,  so  that  one  or  more  of  these  may  be  assigned 
and  the  rest  retained. 

The  assignee  of  one  of  a  number  of  mortgage  notes 
or  bonds,  being  owner  of  a  part  of  the  mortgage  debt, 
is  entitled  to  share  in  the  benefit  of  the  mortgage 
security. 

Foreclosure  of  Mortgages.  Foreclosure  of  a  mortgage  at 
law  is  a  legal  proceeding  for  the  purpose  of  cutting  off  the 
equity  of  redemption  of  the  mortgagor.  In  ancient  times, 
as  previously  stated,  upon  default  of  the  mortgagor,  the 
mortgagee  who  was  in  possession  of  the  property  merely 
remained  in  possession,  thus  depriving  the  mortgagor  of 
valuable  property  in  many  cases.  In  these  cases,  a  court 
of  equity  would  intervene  and  permit  the  mortgagor  to 
redeem  his  property — and  thus  grew  up  the  theory  of 
equity  of  redemption. 

In  order  to  cut  off  this  equity  of  redemption,  the  mort¬ 
gagee  foreclosed  his  mortgage.  In  this  proceeding  the 
amount  of  the  debt  was  shown,  and  a  conditional  judg¬ 
ment  was  entered  for  the  amount ;  then,  in  default  of 
payment  within  a  certain  time  fixed  by  the  court,  the 
mortgagee’s  title  to  the  property  became  absolute. 

Since  the  equitable  theory  of  mortgages  came  into  use, 
mortgages  have  generally  been  foreclosed  in  a  court  of 
equity.  The  bill  for  foreclosure  is  usually  filed  by  the 
legal  holder  of  the  indebtedness  (or  by  the  trustee  if  it  is 
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a  trust  deed)  as  party  complainant;  and  all  parties 
claiming  an  interest  in  the  property,  such  as  judgment 
creditors,  lienholders,  or  others,  are  made  parties  defend¬ 
ant.  The  bill  should  set  forth  the  execution  and  deliv¬ 
ery  of  the  mortgage,  and  of  the  notes  or  bonds  secured 
by  the  mortgage;  it  should  state  the  interests,  if  known, 
of  the  various  parties  defendant;  and  it  should  set  out 
the  breach.  Then  follows  the  “prayer  for  relief.” 

The  proceedings  may  be  heard  by  the  court  or  referred 
to  a  master  in  chancery  or  some  other  officer  appointed  by 
the  court,  who  hears  the  evidence  and  makes  a  report  to 
the  court. 

The  decree  of  foreclosure  sets  forth  the  amount  due  the 
legal  holder  of  the  indebtedness,  and  provides  that  un¬ 
less  the  mortgagor  or  some  one  in  interest  pays  the 
amount  due  within  a  specified  number  of  days,  the  prop¬ 
erty  shall  be  sold  to  satisfy  the  indebtedness. 

In  default  of  payment,  the  master  in  chancery,  or 
some  one  duly  authorized  by  the  court,  advertises  the 
property  for  sale  at  public  auction  and  sells  it  to  the 
highest  bidder  for  cash,  unless  otherwise  specifically 
agreed  upon  by  all  the  parties.  The  master  in  chancery 
then  reports  to  the  court  his  acts  and  doings  in  the  mat¬ 
ter,  and,  upon  the  approval  of  his  report  by  the  court, 
issues  a  certificate  of  sale  to  the  purchaser  and  distributes 
the  proceeds  in  accordance  wuth  the  order  of  the  court. 

If  the  property  is  not  redeemed  within  the  period  al¬ 
lowed  by  law,  the  master  in  chancery  then  executes  a 
deed  of  the  premises  to  the  purchaser,  whose  title  then 
becomes  absolute. 

In  the  foreclosure  of  a  mortgage  by  bill  in  equity, 
if  the  property  does  not  sell  for  sufficient  to  satisfy 
the  claim  in  full,  a  deficiency  decree  may  be  entered 
against  the  mortgagor  and  execution  issued  thereon 
as  on  a  judgment  at  law,  provided  personal  service 
was  had  upon  the  mortgagor. 

In  some  states,  mortgages  are  foreclosed  by  a  proceed- 
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ing  in  a  law  court  in  which  a  conditional  judgment  is 
entered  against  the  mortgagor,  finding  that  unless  he 
pays  the  amount  due  within  a  specified  time,  the  mort¬ 
gagee  will  be  entitled  to  possession  of  the  premises. 
Then,  if  the  amount  is  not  paid  within  the  time  specified, 
the  mortgagee  is  entitled  to  enter  upon  the  land  and  take 
possession  of  the  premises,  and  his  title  then  becomes 
absolute.  The  means  of  taking  possession  is  regulated 
by  statute,  usually  by  a  writ  of  entry  at  law. 

Some  mortgages  contain  a  power  of  sale.  When  this  is 
the  case,  the  mortgagee  offers  the  premises  for  sale  in 
accordance  with  the  terms  set  out  in  the  mortgage,  and 
applies  the  proceeds  of  the  sale  to  the  payment  of  the 
debt.  The  mortgagor  must  have  had  notice  of  the  sale ; 
then  upon  his  failure  to  redeem  within  a  specified  time, 
the  title  becomes  absolute  in  the  purchaser. 

The  method  of  foreclosing  mortgages  has  been  the 
subject  of  so  much  statutory  enactment  that  it  is 
advisable  to  look  up  the  statutes  of  the  state  in  which 
the  property  is  located  before  either  drawing  a  mort¬ 
gage  or  foreclosing  one. 
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Part  IV 

Chattel  Mortgages 

A  CHATTEL  mortgage  is  similar  in  many  respects 
to  a  real  estate  mortgage.  The  names  of  the  par¬ 
ties  are  the  same,  the  rights  of  the  parties  are 
similar,  and  foreclosure  is  accomplished  in  about  the 
same  manner.  A  chattel  mortgage  differs  from  a  real 
estate  mortgage  mainly  in  that  the  security  pledged  is 
chattels  instead  of  realty. 

The  title  theory  prevails  in  almost  all  states  with  re¬ 
spect  to  chattel  mortgages.  Title  passes  to  the  mort¬ 
gagee,  but  will  revert  to  the  mortgagor  if  he  satisfies 
the  obligation  secured. 

Much  confusion  has  arisen  over  the  question  whether 
a  specific  transaction  constitutes  a  chattel  mortgage  or 
merely  a  pledge.  In  all  cases,  the  distinction  is  that  in 
a  chattel  mortgage  the  title  to  the  chattels  is  in  the  mort¬ 
gagee,  and  the  possession  remains  in  the  mortgagor; 
while  in  the  case  of  a  pledge,  the  title  is  in  the  pledgor, 
and  possession  in  the  pledgee. 

Chattel  mortgages  usually — in  almost  all  cases  to-day 
— contain  a  power  of  sale  under  which  the  chattels 
may  be  put  up  and  sold  and  the  proceeds  applied  to 
the  payment  of  the  debt. 

Very  few  chattel  mortgages  are  foreclosed  in  equity  or 
in  any  way  other  than  under  the  power  of  sale.  As  in 
the  case  of  real  estate  mortgages,  there  has  been  much 
statutory  enactment  concerning  chattel  mortgages; 
therefore,  before  giving  or  taking  a  chattel  mortgage, 
the  party  in  interest  should  consult  the  statutes  of  the 
state  in  which  the  mortgage  is  given  or  taken. 

What  Property  May  Be  Covered  by  a  Chattel  Mortgage? 

The  general  rule  is  that  any  property  which  can  be  sold 
can  be  mortgaged,  for  a  chattel  mortgage  is,  in  form,  a 
conditional  sale. 
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Fixtures,  after  they  have  been  attached  to  the  land, 
cease  to  be  chattels  and  become  a  part  of  the  realty. 
They  cannot  thereafter  be  the  subject  of  a  chattel  mort¬ 
gage.  A  mortgage  to  cover  them  would  have  to  be  ex¬ 
ecuted  and  recorded  as  a  real  estate  mortgage.  A  real 
estate  mortgage  covers  the  fixtures  (fixed  improvements 
on  the  land)  even  those  attached  after  the  mortgage  is 
executed.  If  the  fixtures  were  covered  by  a  chattel  mort¬ 
gage  before  being  attached,  then  a  conflict  would  arise 
between  the  two  mortgages.  Usually,  the  chattel  mort¬ 
gagee  has  a  right  in  equity  to  a  lien  to  the  extent  to 
which  the  attachment  of  the  fixtures  increases  the  value 
of  the  land. 

Description  of  Mortgaged  Property.  The  property  cov¬ 
ered  by  a  chattel  mortgage  should  be  described  so  specifi¬ 
cally  that  it  can  be  identified.  It  does  not,  however,  need 
to  be  described  so  completely  that  a  stranger  without 
any  aid,  by  referring  to  the  mortgage,  would  select  the 
goods  covered.  Evidence  will  be  admitted  to  show  that 
certain  goods  come  within  the  description.  “Two  horses 
belonging  to  the  mortgagor”  and  “all  my  goods  and  tools 
in  my  shop”  have  been  held  to  be  sufficient  description. 
Nevertheless — 

Description  of  the  property  covered  by  a  chattel 
mortgage  should  be  so  definite  that  there  can  be  no 
question  as  to  its  identity. 

Description  of  the  Mortgage  Debt.  The  obligation  se¬ 
cured  by  a  mortgage  may  be  pre-existing,  contempora¬ 
neous,  or  one  to  arise  in  the  future. 

The  obligation  must  be  described  and  limited  in  the 
mortgage  with  sufficient  definiteness  that  it  may  be 
recognized  and  distinguished  from  other  debts. 

A  general  description  is  sufficient,  and  it  is  not  neces¬ 
sary  to  state  the  exact  amount  or  the  time  of  payment 
if  means  are  provided  so  that,  by  reference  to  other  pa¬ 
pers,  it  can  be  ascertained  what  debt  was  intended  to  be 
secured  by  the  mortgage  and  when  it  falls  due. 
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A  chattel  mortgage  to  secure  advances  to  be  made  in 
the  future  is  valid ;  it  secures  all  advances  which  are  made 
in  good  faith  and  without  the  mortgagee  having  actual 
notice  of  the  rights  which  third  parties  may  have  ac¬ 
quired  subsequently  to  the  making  of  the  mortgage.  The 
mortgage  need  not  even  state  the  amounts  intended  to 
be  advanced.  If  given  for  a  larger  sum  than  is  advanced, 
it  can  be  enforced  only  for  the  sum  which  is  actually  due. 

Mortgagor’s  Right  to  Sell  or  Transfer  Mortgaged  Prop¬ 
erty.  Whatever  right  the  mortgagor  has  in  mortgaged 
property  he  may  transfer  or  sell,  subject,  of  course,  to 
the  mortgage.  It  follows  that  he  may  give  a  subsequent 
mortgage  on  it  if  he  so  desires. 

When  a  chattel  mortgage  is  given  by  a  merchant 
on  a  stock  of  goods  in  his  store,  there  is  usually  an 
understanding  that  the  mortgagor  is  to  continue  in 
business.  He  must  then  have  the  power  to  sell  goods 
free  of  the  lien  of  the  mortgagee. 

As  to  the  use  of  chattel  mortgages  to  secure  debts  of 
retailers,  the  National  Association  of  Credit  Men  offers 
this  important  advice: 

A  chattel  mortgage  affords  excellent  security  for  the  extension  of 
credit  as  to  property  which  retains  its  identity  and  does  not  pass  out 
of  the  hands  of  the  original  purchaser.  But  when  property  is  sold 
to  a  dealer  or  merchant  who  has  authority  to  resell  it,  there  is  less 
certainty  in  the  law  as  to  the  use  of  a  chattel  mortgage  as  a  purchase- 
money  document.  Several  states  have  declared  by  statute  that  a 
chattel  mortgage  on  a  stock  of  merchandise  subject  to  resale  is 
fraudulent  and  void  in  law. 

Where  the  mortgagor  is  permitted  to  retain  possession 
and  is  given  the  right  to  sell  from  stock  in  the  ordinary 
way,  the  mortgage  is  valid  between  the  parties,  but  is 
usually  deemed  fraudulent  and  void  as  to  creditors  of 
the  mortgagor.  But  in  most  states  the  mortgagee’s  rights 
will  be  protected  if  he  takes  possession  under  the  mort¬ 
gage  before  the  rights  of  creditors  attach,  which  is  usually 
not  until  the  goods  have  been  seized  on  execution  or 
attachment. 
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Recording  Acts.  By  agreement  or  permission  of  the 
mortgagee,  the  mortgagor  is  usually  allowed  to  remain 
in  possession  of  the  mortgaged  property.  The  chattel 
mortgage  is  good  between  the  mortgagor  and  mortgagee 
without  any  change  in  possession.  But  in  many  states, 
if  the  mortgagor  should  sell  the  mortgaged  goods  to  an 
innocent  purchaser  for  value,  the  purchaser  would  obtain 
title  to  the  goods  and  the  mortgagee  would  lose  his  lien. 
The  possibility  of  fraud  both  on  innocent  purchasers  and 
on  mortgagees  has  caused  most  states  to  enact  laws  re¬ 
quiring  chattel  mortgages  to  be  filed  or  recorded  in  order 
to  afford  protection  to  the  mortgagee  against  subsequent 
purchasers  and  creditors. 

These  laws  usually  provide  that,  if  a  chattel  mortgage 
is  not  recorded  or  filed  according  to  the  requirements 
of  the  statute,  it  shall  be  invalid  as  against  pur¬ 
chasers  and  creditors,  if  the  mortgagee  does  not  take 
possession. 

Anyone  interested,  by  searching  the  chattel  mortgage 
records,  can  find  out  whether  personal  property  is  mort¬ 
gaged,  and,  if  no  mortgage  appears  on  record,  can  safely 
proceed  to  purchase  or  take  a  mortgage  on  such  property 
in  the  owner’s  possession.  A  mortgagee,  on  the  other 
hand,  by  recording  or  filing  his  mortgage,  can  protect 
himself  against  subsequent  bona  fide  purchasers  and 
creditors,  for  the  chattel  mortgage  record  is  constructive 
notice  of  his  mortgage  to  all  third  parties. 

If  the  mortgagor  resides  in  the  state,  the  mortgage 
must  usually  be  recorded  or  filed  in  the  county  where  he 
resides,  or,  by  some  statutes,  in  the  county  where  the 
property  is  located ;  if  he  lives  outside  the  state,  it  must 
be  recorded  where  the  property  was  located  when  the 
mortgage  was  executed. 

When  a  mortgage  covers  both  real  and  personal  prop¬ 
erty,  it  should  be  recorded  both  in  the  real  estate  mort¬ 
gage  records  and  in  the  chattel  mortgage  records. 
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PART  V 

Security  thru  Liens  and  Pledges 

AT  COMMON  law,  a  lien  is  a  right  to  retain  posses¬ 
sion  of  property  belonging  to  another  until  a  claim 
which  the  person  in  possession  has  against  the 
owner  is  satisfied.  The  wTord  “lien”  has,  however,  come 
to  be  used  to  designate  certain  other  claims  on  property 
created  by  contract  or  by  the  operation  of  statutes  in 
favor  of  persons  who  do  not  have  possession. 

Broadly  defined,  a  lien  is  a  legal  claim  on  the  prop¬ 
erty  of  another  for  the  security  of  a  debt. 

Mortgages  and  pledges  are  liens  in  the  broad  sense,  but 
they  are  special  forms  of  lien.  Mortgages  have  been 
explained;  pledges  will  be  considered  later. 

Common-law  liens  and  most  statutory  liens  cannot 
exist  without  possession.  They  may,  for  convenience,  be 
designated  “possessory  liens.”  Possession  is  not  neces¬ 
sary  to  the  existence  of  pledges  and  mortgages,  and  there 
are  certain  liens  created  by  statute  which  do  not  require 
possession,  such  as  mechanics’  liens  for  improvements  on 
land. 

Creating  and  Discharging  Liens.  Liens  may  be  created 
by  contract  or  they  may  come  into  existence  by  the  oper¬ 
ation  of  some  statute  or  principle  of  law  in  connection 
with  some  other  transaction. 

Liens  never  stand  alone.  They  do  not  exist  for  their 
own  sake,  but  only  to  lend  security  to  some  other 
obligation.  Whenever  that  obligation  is  paid  or  satis¬ 
fied,  the  lien  ceases  to  exist. 

There  are  various  ways  in  which  a  lien  may  be  lost 
or  discharged.  Satisfaction  of  the  debt  secured  term¬ 
inates  the  lien,  as  does  an  offer  to  pay  in  legal  tender 
money,  even  where  the  money  is  not  accepted. 
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A  lien  may  be  waived  by  agreement  or  by  implication. 
Conduct  of  the  lien  holder  inconsistent  with  the  existence 
of  the  lien  will  usually  operate  as  a  waiver.  Thus,  volun¬ 
tarily  and  unconditionally  giving  up  possession  of  the 
goods  destroys  the  lien.  So  does  the  act  of  the  lien  holder 
in  appropriating  them  to  his  own  use  or  selling  them  as 
his  own. 

The  law  does  not  furnish  any  means  of  enforcing  or 
foreclosing  possessory  liens.  They  are  merely  rights 
to  retain  possession  until  the  debt  is  paid. 

No  right  to  sell  exists  except  where  given  by  statute. 
The  statutes  providing  for  certain  liens  wdiich  do  not 
depend  upon  possession,  such  as  mechanics’  liens,  usually 
provide  for  some  method  of  foreclosure. 

General  and  Specific  Liens.  Liens  may  be  general  or 
specific.  A  specific  or  particular  lien  is  one  which  gives 
the  right  to  retain  possession  of  a  particular  article  until 
the  payment  of  a  claim  for  services  rendered  in  connec¬ 
tion  with  that  article.  A  general  lien  is  a  right  to  retain 
possession,  not  only  as  security  for  a  claim  connected 
with  the  particular  article,  but  also  as  security  for  any 
balance  due  on  a  general  account  in  the  same  line  of 
business. 

Common-law  liens  are  specific.  There  are  a  few  gen¬ 
eral  liens,  usually  the  result  of  custom  or  usage  in  a  par¬ 
ticular  trade  or  profession. 

Liens  in  Specific  Situations.  It  is  well  to  understand  the 
more  important  of  the  many  kinds  of  liens  employed  in 
specific  situations,  as  follows: 

1.  Vendors’  liens  on  'personal  property.  These  were  discussed  in 
connection  with  the  law  of  sales  in  Executive  Manual  95. 

2.  Vendors’  liens  on  real  property.  These  have  been  considered 
in  this  manual  under  the  head  of  mortgages. 

3.  Common  carriers’  liens.  A  common  carrier  is  one  who  holds 
himself  out  as  ready  to  transport  goods  for  any  who  may  employ 
him — railroads,  express  companies,  draymen,  moving  companies,  etc. 

Since  the  carrier  is  in  a  public  business  and  must  serve  all  comers 
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so  far  as  his  equipment  permits,  the  law  gives  him  a  lien  on  the 
goods  transported,  to  secure  the  payment  of  his  charges.  This  is  a 
specific  lien.  It  secures  the  payment  of  the  charges  on  the  particular 
article  and  not  on  a  general  balance. 

Warehousemen  s  liens.  This  is  another  instance  in  which  a 
specific  lien  is  given  to  secure  payment  of  charges  on  the  ground 
that  the  warehouseman  serves  all  comers— and  he  must  operate  a 
public  warehouse  in  order  to  have  the  lien. 

5.  Innkeepers’  Hem.  The  words  “inn”  and  “hotel”  are  synony¬ 
mous.  An  inn  is  a  place  where  transient  guests  are  lodged  or  fed 
and  lodged.  It  holds  itself  out  as  ready  to  serve  the  public  gen¬ 
erally  ,  therefore,  the  law  gives  the  innkeeper  a  lien  on  his  guest’s 
baggage  to  secure  the  payment  of  the  guest’s  bill.  It  is  a  specific 
lien  securing  only  the  bill  for  the  particular  occasion  and  not  those 
for  former  visits  or  for  balances  on  other  accounts. 

6.  Boarding-house  keepers’  liens.  Boarding-house  keepers  and 
keepers  of  lodging  houses  have  no  lien  at  common  law.  They  have 
the  right  to  select  their  boarders  or  lodgers  and  may  make  special 
arrangements  with  them  for  payment  of  bills.  In  many  states,  how¬ 
ever,  statutes  give  boarding-house  and  lodging-house  keepers  liens  on 
the  baggage  of  their  boarders  or  lodgers  similar  to  those  which  the 
common  law  gives  to  innkeepers. 

7.  Liens  for  making  repairs  or  improvements  on  personal  prop¬ 
erty.  Every  person  who,  at  the  request  of  the  owner,  receives  chat¬ 
tels  and  increases  their  value  by  the  expenditure  of  money,  labor,  or 
skill  upon  them  is  given  by  the  law  a  lien  to  secure  the  payment  of 
his  reasonable  charges  or  the  agreed  price.  An  employe,  however, 
who  does  not  have  possession  of  the  articles  upon  which  his  labor  is 
bestowed,  has  no  lien.  In  McDearmid  v.  Foster  (14  Oregon  417)  it 
was  held  that  a  person  who  was  employed  to  head  and  stack  wheat 
had  no  lien  upon  the  wheat  because  he  did  not  have  possession. 

Usually,  services  that  do  not  enhance  the  value  of  the  property 
give  no  lien.  A  laborer  who  removed  fixtures  from  one  store  to 
another  was  held  to  have  no  lien.  He  did  not  have  possession  and 
did  not  enhance  the  value  of  the  fixtures. 

8.  Livery-stable  keepers’  liens.  At  common  law,  a  livery-stable 
keeper  has  no  lien  merely  for  feeding  and  caring  for  horses  intrusted 
to  him.  But  if  he  undertakes  some  special  service,  such  as  training 
the  horse  for  racing  or  curing  it  of  a  disease,  a  lien  is  allowed. 
Statutes  have  been  enacted  in  many  states  giving  the  livery-stable 
keeper  a  lien  similar  to  the  common-law  lien  for  improvements. 

9.  Liens  for  pasturage.  One  who  takes  animals  for  grazing  or 
pasturage  on  his  land  is  called  an  agister.  The  common  law  did  not 
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give  the  agister  a  lien  because  it  was  not  considered  that  feeding  the 
animal  enhanced  its  value.  Many  states  now,  however,  have  statutes 
giving  liens  to  agisters. 

10.  Garage  keepers’  liens.  The  garage  holds  the  same  relation  to 
automobiles  as  livery  stables  do  to  horses.  As  feeding  and  caring  for 
the  horse  was  not  considered  to  enhance  the  value  of  the  horse  and 
so  afforded  no  lien,  so  storing  and  caring  for  an  automobile  and  fur¬ 
nishing  oil  and  gasoline  gives  no  lien  at  common  law  for  the  same 
reason.  A  garage  keeper,  however,  who,  at  the  request  of  the  owmer, 
makes  repairs  on  an  automobile  while  it  is  in  his  (the  garage  keep¬ 
er’s)  possession,  does  have  a  common-law  lien  for  the  price  of  the 
repairs.  Statutes  have  now  been  enacted  in  many  states  giving  liens 
to  garage  keepers  for  their  charges. 

Automobiles  are  usually  left  at  garages  with  the  understanding 
that  they  may  be  removed  and  used  from  time  to  time  at  the  pleas¬ 
ure  of  the  owner.  Smith  v.  O'Brien  (94  N.  Y.  Supp.  673;  decided  in 
1905)  was  such  a  case.  The  court  held  that  the  garage  keeper  had 
no  lien  either  for  repairs  or  for  storage.  Both  these  liens  depended 
upon  possession,  and  the  right  to  use  destroyed  the  possession  of  the 
garage  keeper  and  thereby  destroyed  the  lien. 

11.  Bankers’  liens.  A  bank  receiving  notes  or  other  commercial 
paper  for  collection  is  entitled,  in  the  absence  of  a  contract  to  the 
contrary,  to  retain  them  and  their  proceeds  as  security  for  what  the 
depositor  owes  the  bank.  In  other  words,  the  bank  has  a  lien. 

Banks  also  have  the  right  to  apply  ordinary  deposits  to  the  satis¬ 
faction  of  the  depositor’s  indebtedness  to  the  bank.  This  right  is  not 
really  a  lien  since  the  relationship  of  banker  and  depositor  is  that 
of  debtor  and  creditor,  but  it  is  customary  to  speak  of  it  as  a  lien. 

12.  Liens  of  Agents,  Brokers,  and  Factors.  Agents,  brokers,  and 
factors  have  a  lien  on  any  funds  or  property  of  the  principal  law¬ 
fully  coming  into  their  possession  in  connection  with  the  agency,  to 
secure  the  payment  of  compensation  for  services,  whether  in  the 
form  of  salary  or  commission,  or  the  repayment  of  advances  made 
to  the  principal  by  the  agent,  or  expenditures  properly  made  by  the 
agent  on  behalf  of  the  principal.  Brokers  seldom  have  possession 
of  property  to  which  a  lien  can  attach,  but  stock  brokers  frequently 
receive  stock  in  the  regular  course  of  business,  and  brokers  employed 
to  negotiate  loans  may  receive  funds.  In  such  cases  they  have  liens 
for  their  fees  so  long  as  they  retain  possession. 

The  factor’s  lien  is  a  general  lien;  it  covers  not  only  what  may 
be  due  the  factor  in  connection  with  the  particular  transaction,  but 
also  the  general  balance  in  his  favor  as  a  result  of  former  dealings 
with  the  principal  in  the  same  capacity. 
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13.  Attorneys’  liens.  The  lawyer  who  represents  a  client  has  a 
lien  on  papers,  property,  or  money  belonging  to  his  client  which 
come  into  his  (the  lawyer’s)  possession  in  connection  with  his  em¬ 
ployment,  to  secure  costs  advanced  by  him  and  his  fees  for  services. 
This  is  a  general  lien.  The  lawyer  also  has  in  most  states  a  special 
lien  on  any  judgments  obtained  by  him. 

14-  Mechanics’  liens.  Mechanics’  liens  are  purely  statutory.  They 
do  not  depend  upon  possession.  There  is,  however,  no  uniformity 
in  the  provisions  of  the  statutes  of  the  several  states,  and  it  is  neces¬ 
sary  to  consult  the  statutes  of  the  state  in  which  the  lien  is  claimed. 

Mechanics’  liens  are  usually  allowed  for  services  rendered  and  for 
materials  furnished — at  the  request  of  the  owner — in  the  construc¬ 
tion,  improvement,  or  repair  of  buildings  or  other  structures  on  land. 
They  attach  to  the  building  or  structure  erected,  and,  in  most  states, 
to  the  land  upon  which  it  is  located.  The  persons,  firms,  or  corpora¬ 
tions  in  whose  favor  these  liens  are  allowed,  include  contractors,  sub¬ 
contractors,  laborers,  and  those  who  furnish  materials. 

Most  liens  which  are  not  purely  contractual  come  into 
existence  automatically  when  the  proper  circumstances 
occur;  but  this  is  not  true  of  mechanics’  liens.  Certain 
definite  steps  must  be  taken  by  the  claimant  to  fix  his 
lien  upon  the  property.  There  is  great  variety  in  the 
details  of  procedure,  but,  in  most  states,  the  claimant 
must  file  a  sworn  statement  claiming  the  lien,  in  some 
public  office  designated  by  law,  and  within  a  definite 
time  after  the  performance  of  the  contract.  The  claim¬ 
ant  must  also  serve  notice  on  the  owner. 

The  time  allowed  contractors  for  filing  their  liens  is 
usually  longer  than  that  allowed  sub-contractors.  The 
period  within  which  the  lien  may  be  filed  varies  from 
thirty  days  to  two  years.  Usually  it  must  be  filed,  even 
by  the  principal  contractor,  within  four  months  after  the 
completion  of  the  building. 

The  statutes  of  practically  all  states  provide  some 
method  of  enforcement  or  foreclosure. 

PLEDGES  AND  COLLATERAL  SECURITY 

Not  many  years  ago,  a  pledge  suggested  a  pawn  shop 
and  the  pledging  of  jewelry  or  clothing  to  secure  small 
loans.  To-day,  however,  a  pledge  is  more  likely  to  sug- 
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gest  banks  and  trust  companies,  and  the  subject  matter 
is  likely  to  be  bills  of  lading,  warehouse  receipts,  nego¬ 
tiable  paper,  certificates  of  stock,  or  mortgages.  The 
amounts  involved  may  run  into  millions. 

What  Is  a  Pledge?  A  pledge  is  created  by  the  deposit  of 
personal  property  with  a  creditor  as  security  for  a  debt. 

A  pledge  comes  into  existence  by  contract  and  not  by 
the  operation  of  a  rule  of  law. 

A  pledge  thus  differs  from  an  ordinary  common-law 
lien ;  it  also  differs  in  that  the  pledgee  can  sell  the  pledged 
article  in  case  of  default  by  the  pledgor,  while  the  lien¬ 
holder  has  merely  the  right  to  detain  the  property  upon 
which  he  has  a  lien,  until  the  debt  is  paid. 

Another  difference  is  that  the  pledgee  may  sell  his  in¬ 
terest  in  the  pledged  article  and  may  even  repledge  it, 
whereas,  if  a  lien-holder  gives  up  possession,  even  to  a 
stranger,  his  lien  is  gone. 

A  pledge  is  distinguished  from  a  chattel  mortgage  by 
the  fact  that  the  mortgagee  has  the  legal  title,  while 
the  pledgee  has  possession  only,  not  the  title. 

The  pledgee’s  rights  depend  upon  possession,  the  mort¬ 
gagee’s  do  not.  The  mortgagor  may  retain  possession  of 
the  chattels  mortgaged;  but  in  order  to  have  a  valid 
pledge,  the  chattels  pledged  must  be  delivered  to  the 
pledgee. 

What  May  Be  Pledged?  There  seems  to  be  no  limit  to 
what  can  be  pledged  except  that  it  cannot  be  real  estate. 
If  real  estate  is  to  be  used  as  security  for  a  debt,  a  mort¬ 
gage  or  trust  deed  must  be  executed. 

Any  tangible  personal  property  may  be  pledged,  like¬ 
wise  choses  in  action  of  all  kinds,  such  as  bills  and 
notes,  bonds,  stocks,  mortgages,  assignments  of  book 
accounts,  prospective  earnings  under  an  existing  con¬ 
tract,  bills  of  lading,  and  warehouse  receipts. 

Even  a  pledgee’s  interest  in  the  thing  pledged  can  be 
pledged  by  him  under  certain  conditions. 
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A  person  who  has  obtained  goods  by  fraud  may  pledge 
them  and  the  pledgee  will  be  protected.  But  if  a  person 
pledges  goods  that  he  has  stolen,  the  pledgee  will  not  be 
protected.  The  true  owner  may  reclaim  them  at  any 
time.  However,  in  the  case  of  a  pledge  there  is  an  implied 
warranty  of  title  or  right  to  pledge,  just  as  in  a  sale  there 
is  an  implied  warranty  of  title  or  right  to  sell;  therefore, 
if  the  true  owner  reclaims  his  property,  the  pledgee  may 
recover  damages  from  the  pledgor. 

When  negotiable  instruments,  other  than  bearer  in¬ 
struments,  are  pledged,  they  should  be  indorsed.  When 
stock  is  pledged,  the  assignment  on  the  back  of  the  cer¬ 
tificates  should  be  signed  so  that  the  pledgee  can  have 
the  stock  transferred  to  his  own  name.  Bills  of  lading, 
warehouse  receipts,  etc.,  must  also  be  transferred  in  such 
manner  as  to  give  the  pledgee  control  over  the  goods 
represented.  Indorsement  is  usually  necessary.  Tangi¬ 
ble  property  must,  of  course,  be  delivered  to  the  pledgee. 

Rights  and  Duties  of  the  Parties  to  a  Pledge.  The  pledgee 
has  possession  of  the  property  pledged.  He  holds  it  as 
security  for  a  debt.  He  is  benefited  because  of  this  fact. 

The  law  requires  the  pledgee  to  exercise  ordinary  or 
reasonable  care  to  protect  and  preserve  the  pledged 
property. 

The  pledgee,  naturally,  must  stand  any  expense  of  car¬ 
ing  for  the  pledged  article,  but  the  pledgor  can  be  charged 
with  this  expense  and  it  becomes  a  part  of  the  debt  se¬ 
cured. 

The  pledgee  has  no  right  to  use  the  pledged  article  for 
his  own  benefit,  and  if  he  derives  any  benefit  or  profit 
from  it,  he  must  account  to  the  pledgor.  Hence  divi¬ 
dends  on  stock  and  interest  on  notes  or  bonds  held  as 
collateral,  when  collected  by  the  pledgee,  must  go  to  the 
credit  of  the  pledgor. 

When  certificates  of  stock  are  pledged,  the  pledgee 
has  a  right  to  have  them  transferred  to  his  own  name, 
to  vote  them  at  stockholders’  meetings,  and  to  col- 
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lect  the  dividends;  but  the  dividends,  of  course,  must 
he  credited  to  the  pledgor. 

If  there  are  assessments  upon  the  stock  which  have  to 
be  paid,  the  pledgee  should  pay  them,  and  charge  the 
amount  against  the  pledgor.  When  the  debt  is  paid,  he 
is  not  required  to  return  the  identical  stock  certificates, 
but  he  must  return  certificates  representing  the  same 
ownership  interest  in  the  corporation. 

When  negotiable  instruments  are  pledged,  it  is  a  recog¬ 
nized  principle  that — 

The  pledgee  of  negotiable  paper  is  required  to  take 
the  necessary  steps  to  preserve  the  rights  of  the 
pledgor  on  the  instrument. 

The  pledgee  must  present  the  instrument  for  payment 
at  the  proper  time  and  give  notice  to  indorsers,  or  protest 
it,  if  either  act  is  necessary  to  fix  their  liability.  He  must 
even  sue  on  the  pledged  instrument,  should  that  be  neces¬ 
sary — even  if  the  debt  secured  by  the  instrument  is  not 
yet  due. 

The  pledgee  may  assign  the  debt  secured  by  the  pledge 
and  with  it  the  pledge.  He  has  no  right  to  sell  the 
pledged  article  outright ;  and  if  he  does,  the  pledgor  may 
terminate  the  pledge,  tender  the  amount  of  the  debt,  and 
recover  the  pledged  article  or  sue  for  damages  for  the 
wrongful  sale. 

When  Payment  on  Debt  Is  Overdue.  When  the  debt 
secured  by  a  pledge  falls  due  and  is  not  paid,  the  general 
rule  is  that  the  pledgee  has  several  possible  remedies: 
he  may  sue  the  pledgor  for  the  debt;  he  may  sell  the 
pledged  article  after  making  proper  demand  for  payment 
and  giving  notice  of  time  and  place  of  sale;  or  he  may 
retain  the  pledge  without  sale.  If  he  sells  the  pledge 
and  obtains  more  than  enough  to  pay  the  debt,  the  sur¬ 
plus  belongs  to  the  pledgor ;  and  the  pledgor  has  a  right 
to  void  an  obviously  unfair  sale.  If  the  pledgee  retains 
the  pledge  without  sale,  the  pledgor  has  the  right  to  re¬ 
deem.  This  right  continues  until  there  is  a  sale. 
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There  is,  however,  an  important  exception  to  the  gen¬ 
eral  rule  stated  in  the  preceding  paragraph: 

A  pledgee  has  no  right  to  sell  pledged  negotiable 
instruments. 

The  pledgee  s  remedy  when  negotiable  instruments  are 
held  as  a  pledge  is  to  collect  on  them,  and  in  collecting 
he  has  no  right  to  compromise  for  less  than  the  amount 
due.  But  where  the  pledged  articles  are  government  or 
corporation  bonds  or  notes  which  have  a  ready  market — 
even  tho  they  are  negotiable  instruments — the  pledgee 
may  sell  them  upon  the  pledgor’s  failure  to  meet  his  debt 
at  the  due  date.  Stock  certificates  are,  of  course,  not 
negotiable  instruments. 

Statutes  in  some  states  provide  for  a  method  of  fore¬ 
closing  pledges.  The  contract  creating  the  pledge  may 
fix  the  conditions  and  procedure  of  sale.  In  whatever  way 
the  sale  of  a  pledged  article  is  conducted,  the  pledgee 
does  not  have  the  right  to  purchase  at  his  own  sale.  A 
provision  in  a  contract  that  the  pledgee  shall,  upon  de¬ 
fault,  become  absolute  owner  of  the  articles  pledged  is 
unenforcible. 

If  the  pledgee  sells  the  pledged  article  before  the 
pledgor  is  in  default,  the  buyer  acquires  the  pledgee’s 
interest.  If  he  sells  after  default  and  according  to 
the  requirements  of  the  law,  the  buyer  acquires  the 
interests  of  both  the  pledgor  and  the  pledgee  and  the 
pledgor’s  right  to  redeem  is  gone. 

Where  the  sale  is  not  conducted  according  to  the  re¬ 
quirements  of  the  law,  the  purchaser  will  at  least  acquire 
the  pledgee’s  interest,  and  the  pledgor,  in  order  to  reclaim 
the  goods,  will  have  to  pay  the  debt. 

The  pledgor  also  has  the  right  to  assign  his  interest  in 
the  pledged  goods,  subject  to  the  pledge.  Where  this  is 
done,  the  assignee,  for  his  own  protection,  should  notify 
the  pledgee. 


CHECK-UP  ON  PRINCIPLES 

Use  the  following  check-up  to  get  the  principles  of  this  manual 
firmly  fixed  in  mind.  This  will  help  you  to  handle  the  problem 
which  follows.  This  check-up  is  entirely  for  your  own  personal 
use,  so  you  need  not  send  it  in  to  the  University. 


1.  Buck  contemplated  entering  the  dry  goods  busi¬ 

ness.  He  desired  to  obtain  some  of  his  merchandise  on 
credit,  so  he  went  to  a  wholesaler  with  a  friend  of  his 
named  Elisberg  who  was  financially  responsible  and  who 
had  traded  with  the  wholesaler  for  a  number  of  years. 
Elisberg  said  to  the  credit  manager,  “If  you  sell  Buck  a 
line  of  your  merchandise,  I  will  personally  pay  his  ac¬ 
count  if  he  doesn’t.”  Could  the  credit  manager  hold 
Elisberg  to  this  promise  if  he  sold  to  Buck  and  Buck 
defaulted  in  payment? 

Check 

Yes 

No 

2.  Benyon,  Walker,  and  Corry  became  sureties  for 
Briskas.  The  debt  which  Briskas  owed  became  due  and 
he  failed  to  make  payment.  Clow,  the  creditor,  de¬ 
manded  payment  from  Walker,  and  Walker  paid  the 
debt.  Has  Walker  a  right  of  action  against  Benyon  and 
Corry? 

3.  The  Fidelity  Bank  employed  Carlson  as  a  receiving 
teller.  The  Conklin  Surety  Company  became  surety  for 
Carlson  for  $6,000,  the  bank  paying  the  premium.  Three 
months  later,  the  cashier,  in  checking  up  Carlson’s  ac¬ 
counts,  found  that  he  was  $100  short.  Carlson  said  that 
he  had  taken  the  money  that  morning  to  pay  a  few 
personal  bills  but  was  going  to  replace  it  in  the  after¬ 
noon  when  he  received  his  pay.  He  did  replace  the 
money  and  the  cashier  made  no  mention  of  the  incident. 

A  few  weeks  later  Carlson  absconded  with  $2,000.  Can 
you  tell  from  these  facts  whether  or  not  the  surety  was 
liable  ? 

4.  Collier  owned  a  valuable  piece  of  land  and  intended 
to  erect  a  building  on  it.  He  borrowed  $8,000  from  the 
East  Town  State  Bank  on  a  three-year  note,  giving  the 
bank  a  mortgage  on  the  land  as  security.  Collier  was 
unable  to  repay  the  money  at  the  end  of  the  three  years. 
The  bank  refused  to  grant  him  an  extension  of  time  and 
claimed  title  to  the  building  and  land.  A  few  days  later 
Collier’s  brother  loaned  him  the  necessary  money  to 
tender  the  bank  the  $8,000  together  with  interest  and 
costs.  Can  the  bank  be  compelled  to  take  the  money 
and  relinquish  all  claims  on  the  property? 
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5.  Morrison  owned  a  building  worth  $16,000,  on  which 
Newman  held  a  mortgage  for  $7,000.  Two  years  later, 
Morrison  gave  Sharkey  a  second  mortgage  for  $2,000. 
When  the  first  mortgage  became  due,  Morrison  was  un¬ 
able  to  make  payment  and  Sharkey  did  not  have  the 
money  to  pay  off  the  first  mortgage.  Newman  fore¬ 
closed.  Has  Sharkey  any  remedy  against  Newman? 

Check 

Yes 

No 

6.  Johnson  was  surety  for  Lawrence  for  the  sum  of 
$3,000  owing  to  Pearson.  About  fifteen  days  before  the 
debt  fell  due  Johnson  died.  When  time  came  for  pay¬ 
ment  Lawrence  defaulted.  Can  Pearson  collect  from 
Johnson’s  estate? 

7.  Adler  purchased  fixtures  from  Listek  for  his  store, 
and  to  secure  the  debt  gave  Listek  a  chattel  mortgage 
on  them.  Thru  an  oversight  Listek  failed  to  record  the 
mortgage.  Later,  creditors  levied  upon  the  stock  and 
fixtures.  Would  Listek  be  able  to  claim  the  fixtures  as 
against  the  creditors? 

8.  The  Southern  Lumber  Company  sold  several  thou¬ 
sand  feet  of  hardwood  lumber  on  credit  to  a  contractor 
in  Florida.  The  lumber  was  delivered  to  a  railroad  com¬ 
pany  for  shipment  and  just  before  it  reached  its  destina¬ 
tion  the  contractor  became  insolvent.  Did  the  lumber 
company  lose  its  lien  because  the  lumber  left  the  com¬ 
pany’s  possession? 

9.  Would  it  have  made  a  difference  if  the  lumber  had 
already  been  delivered  to  the  contractor’s  yard? 

10.  Would  it  have  made  a  difference  if  the  lumber 
had  already  been  used  in  a  building  the  contractor  was 
erecting? 

11.  Howard  needed  $3,000  cash  for  expansion  in  his 
business,  so  he  borrowed  the  money  from  his  bank.  He 
pledged  forty  shares  of  Judea  Steel  Company  stock  as 
security.  The  stock  was  placed  by  the  bank  with  other 
collateral  and  securities  in  a  specially  constructed  vault. 

A  few  nights  later,  safe  blowers  burglarized  the  bank 
taking  the  stock  together  with  other  moneys  and  bonds. 
Could  Howard  hold  the  bank  liable  for  the  value  of  the 
stock? 
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HOW  ACCOUNTS  ARE  PROTECTED 
Safeguarding  the  Rights  of  Creditors 
Under  the  LaSalle  Problem  Method 


VERYBODY  is  interested  in  credit  and 


■  v  collection  problems,  because  they  involve 
income,  which  is  a  subject  very  close  to  all  of 
us.  The  problem  here  asks,  “What  are  the  legal 
means  of  protecting  accounts?”  At  some  time 
or  other  we  all  play  the  roles  of  creditor  and 
debtor,  and  in  them  we  incur  certain  liabilities 
and  responsibilities  and  we  secure  certain  rights. 
And,  in  the  ordinary  course  of  events,  we  have 
transactions  with  debtors  and  creditors — we  be¬ 
come  “third  parties” — so  we  should  know,  al¬ 
ways,  where  we  stand  in  relation  to  the  law. 


Prepared  by  the  Besearch  and  Consultation 
Staff  of  LaSalle  Extension  University  from  an 
interesting  problem  which  it  has  carefully  in¬ 
vestigated  and  analyzed. 


Executive  Problem  98 
HOW  ACCOUNTS  ARE  PROTECTED 

Harold  Oden  is  the  newly  appointed  credit  and  collec¬ 
tion  manager  of  Blair,  Ward  &  Company,  wholesale  dry 
goods  dealers.  The  accounts  of  two  customers,  Charles 
Reynolds  and  Edward  Long,  need  attention  and  Oden  is 
studying  the  files  of  the  two  cases. 

Reynolds  had  purchased  a  bill  of  goods  two  months 
ago,  amounting  to  $635.  Since  he  had  only  been  in  busi¬ 
ness  a  comparatively  short  time,  his  credit  standing  was 
not  yet  established  and  the  former  credit  manager  refused 
to  approve  the  sale  on  open  account. 

It  was  then  arranged  for  Blair,  Ward  &  Company  to 
take  Reynolds’  sixty-day  note  for  the  purchase  price, 
secured  by  a  chattel  mortgage  on  his  stock. 

The  mortgage,  which  was  duly  executed,  contained  this 
stipulation: 

It  is  hereby  understood  that  whenever  portions  of  said  stock  are 
sold  in  general  trade,  this  mortgage  shall  be  a  lien  on  goods  purchased, 
by  the  said  grantor  to  replace  those  so  sold. 

The  merchandise  was  then  shipped  to  Reynolds.  Two 
weeks  ago,  just  before  Smith,  the  former  credit  manager, 
left  the  company’s  employ,  he  heard  in  a  roundabout  way 
that  Reynolds  was  not  doing  so  well.  He  wrote  to  the 
company’s  salesman  in  that  territory,  asking  him  to  visit 
Reynolds’  store  at  his  earliest  opportunity  and  to  make  a 
report. 

The  salesman  was  a  little  slow  in  getting  around  to 
Reynolds’  town,  and  his  letter  has  just  reached  the  com¬ 
pany.  Here  is  the  problem  that  faces  Oden. 

“ I  called  at  the  Reynolds  store  to-day,”  read  the  sales¬ 
man’s  letter.  “I  didn’t  find  Reynolds;  he’s  skipped  out. 
I  found  instead  one  Ralph  Pickett,  who  says  he  bought 
the  store,  lock,  stock,  and  barrel,  just  ten  days  age. 
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Seems  that  Reynolds  owed  quite  a  sum  to  Pickett  and  a  lot  of  other 
personal  debts,  and  sold  out  for  a  song. 

“Pickett  says  he  asked  Reynolds  about  his  merchandise  creditors 
and  Reynolds  told  him  he  was  taking  care  of  them  fully.  He  doesn’t 
know  anything  about  the  mortgage  we  have  on  the  stock.  He 
hasn’t  sold  much  from  this  stock.  Guess  you’d  better  foreclose. 
Nobody  around  here  knows  where  Reynolds  went,  and  he  didn’t 
have  any  property — rented  his  home  and  store.” 

But  Oden  has  just  found  that  Smith  neglected  to  have  the  mort¬ 
gage  filed  and  that  in  the  state  where  Reynolds  had  his  store  an 
unrecorded  chattel  mortgage  is  unenforcible  as  against  third  parties. 

What  should  Oden  do? 


****** 

The  second  case  involves  Edward  Long,  a  merchant  in  Blooming¬ 
ton,  from  whom  a  letter  is  at  hand  which  reads — 

Blair,  Ward  &  Company,  Gentlemen:  The  farmers  of  this  locality 
to  whom  I  sell  mostly  are  hard-up  just  now  and  it  is  exceedingly 
difficult  for  me  to  make  collections.  For  this  reason,  It  is  impos¬ 
sible  for  me  to  pay  you  at  the  first  of  the  month  the  $500  which  is 
the  balance  due  on  my  account.  Please  grant  me  an  extension  of 
fifteen  days  as  I  will  then  be  in  a  position  to  pay  this  money. 

Oden  turns  to  the  records  of  this  dealer.  They  show  that  Long 
has  been  in  business  for  six  years  and  during  this  time  he  has  pur¬ 
chased  several  bills  of  goods  from  Blair,  Ward  &  Company.  While 
he  has  always  paid  his  accounts,  his  payments  have  usually  been 
made  one  or  two  weeks  after  they  were  due. 

Six  months  ago  a  fire  swept  thru  part  of  the  business  section  of 
Bloomington,  destroying  Long’s  store  and  a  number  of  other  build¬ 
ings.  The  fire  put  Long  out  of  business  for  two  months.  He  started 
in  business  again  four  months  ago,  however,  buying  a  small  amount 
of  stock  for  cash  and  the  rest  on  credit. 

Long  came  to  Smith  at  that  time,  asking  Smith  to  sell  him  $2,000 
worth  of  merchandise  on  credit.  Smith  asked  Long  to  get  some 
financially  reliable  person  to  guarantee  payment  of  the  purchase. 
Long  got  Edward  Brown,  president  of  the  Farmers  Exchange  Bank, 
as  his  guarantor.  Smith  then  notified  Brown  of  the  acceptance  of 
the  guaranty  and  O.K.’d  a  bill  of  goods  for  $2,000. 

The  special  and  limited  letter  of  guaranty  read  thus: 

Blair,  Ward  <£.  Company,  Chicago,  III.  Gentlemen:  If  you  will  sell 
the  bearer,  Edward  Long,  a  bill  of  goods  on  four  months’  credit, 

I  will  guarantee  the  payment  thereof  to  an  amount  not  exceeding 
$2,000.  Edward  Brown. 

How  would  you  handle  the  Long  matter  in  such  a  way  as  to 
retain  Long’s  good  will  and  at  the  same  time  make  sure  that  the 
account  is  safe? 


